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ENERGY SPECULATION: IS GREATER REGULA- 
TION NECESSARY TO STOP PRICE MANIPU- 
LATION? (PART II) 


MONDAY, JUNE 23, 2008 

House of Representatives, 

Subcommittee on Oversight and Investigations, 

Committee on Energy and Commerce, 

Washington, D.C. 

The subcommittee met, pursuant to call, at 11:00 a.m., in room 
2123, Rayburn House Office Building, Hon. Bart Stupak (chairman 
of the subcommittee) presiding. 

Present: Representatives Stupak, Melancon, Green, Inslee, Din- 
gell (ex officio), Whitfield, Walden, Burgess, and Barton (ex officio). 

Also Present: Representatives Ross and Rogers. 

Staff Present: Scott Schloegel, John Sopko, Richard Miller, John 
Arlington, Kyle Chapman, Carly Hepola, Katherine Graham, Alan 
Slobodin, Peter Spencer, and Whitney Drew. 

OPENING STATEMENT OF HON. BART STUPAK, A REPRESENT- 
ATIVE IN CONGRESS FROM THE STATE OF MICHIGAN 

Mr. Stupak. This meeting will come to order. 

Today we have a hearing entitled, “Energy Speculation: Is Great- 
er Regulation Necessary to Stop Price Manipulation? Part II.” 

Each member will be recognized for an opening statement. I will 
begin. 

Today’s hearing will examine whether excessive speculation in 
the oil futures market is contributing to the unprecedented $70 in- 
crease in crude oil prices in just 1 year. This spike has sent gaso- 
line up 107 percent to more than $4 a gallon. And diesel costs are 
up 188 percent to $4.70 per gallon. 

The wallets of consumers have been hit hard and industries that 
depend on energy are hemorrhaging in red ink. And for some com- 
panies, their very survival is in jeopardy. 

But what has caused this unprecedented rise? Is it too much de- 
mand chasing too little supply? Or is it excessive speculation and 
greed inflating prices? Here is what some of the oil experts have 
said. 

Quote, “I cannot think of any reason that explains the run-up in 
crude oil price besides excessive speculation.” Fadel Gheit, man- 
aging director, Oppenheimer & Company, who will testify today. 

Another quote: “There may now be upwards of $25 to $30 of 
speculation in the price of crude, which continues to soar despite 
stockpiles in the U.S.” ME Global Energy Risk Management Group. 

( 1 ) 
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Quote, “The proper range of oil prices should he somewhere be- 
tween $35 and $65 a barrel. ” John Hofmeister, president of Shell 
Oil Company. 

The International Monetary Fund also echoes these views. 

Quote, “It appears that speculation has played a significant role 
in the run-up in oil prices as the U.S. dollar has weakened and in- 
vestors have looked for a hedge in oil futures and gold. What this 
means is that oil has been transformed from an energy source into 
a financial asset, like gold, where much of the buying and selling 
is driven by speculators instead of producers and consumers. It 
means that bets are placed driven by interest rates, inflation expec- 
tations, and portfolio manager investment decisions,” end of quote. 

The growth of commodity index investment supports the IMF 
conclusion that oil has become a financial asset. They have sky- 
rocketed from $13 billion in 2003 to an estimated $260 billion in 
March of 2008. 

Just this past weekend, the Secretary of Energy and Oil Min- 
isters met in Saudi Arabia to discuss the oil crisis. However, the 
Secretary of Energy could have made a much shorter trip to New 
York or Chicago to find an immediate way to address high prices 
at the pump. We must end the excessive speculation in the energy 
markets. Even the Saudi oil minister has argued that high oil 
prices are due to excessive speculation in the markets. Bringing 
down oil prices will require a multi-pronged approach of conserva- 
tion, strengthening the value of the dollar, and ending excessive 
speculation in the energy markets. My bill, H.R. 6330, known as 
the “Prevent Unfair Manipulation of Prices” or PUMP “Act of 
2008,” will deliver the quickest and most comprehensive reforms 
needed to end excessive speculation. 

Since the most popular commodity index, called the Goldman 
Sachs Commodity Index, has 78 percent in energy commodities like 
oil and gasoline, it seems fair to ask whether a twentyfold increase 
in commodity index investment is contributing to a bubble in oil 
prices. Lehman Brothers estimates that the benchmark crude oil 
futures price goes up about 1.5 percent for every $100 million in 
commodity index investments. 

Why is this phenomenon significant to you when you fill up your 
gas tank? Because your pension fund manager may be using your 
retirement money to drive up the price of oil. What would happen 
if pension fund managers decided to increase their commodity in- 
vestment by another twentyfold? We don’t know the answer and 
apparently neither does anyone in the Administration, but nothing 
is standing in their way from increasing such investments. 

This is what the experts are saying. Let’s look at some of the 
data. 

Chart number 1 shows the number of futures contracts for crude 
oil has grown 425 percent, almost in lock step with the oil price in- 
creases over the past 5 years. 

Chart number 2 shows that the speculators have increased their 
share of futures contracts in oil from 37 percent in 2000 to a whop- 
ping 71 percent in April 2008. Meanwhile, the producers and refin- 
ers who actually use the futures market to hedge price risk have 
shrunk from 63 percent to 29 percent. 
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What is going on here? Have speculators hijacked trading on the 
futures exchanges? 

We are told we should be grateful to speculators for providing li- 
quidity that allows the futures markets to operate, but this data 
suggests that the oil futures market is drowning in liquidity. Today 
we hope to learn whether this wave of speculation has separated 
prices from the very supply and demand fundamentals that are 
supposed to balance the market. 

The Commodity Futures Trading Commission, CFTC, tells us the 
speculators are simply following the price signals set by physical 
consumers and producers. But given this imbalance, you have to 
wonder if the regulator is missing the forest for the trees. 

Chart number 3 shows the rapid growth in swaps dealers buying 
oil futures. Swaps dealers are investment banks who set up the 
commodity index deals for pension funds and sovereign wealth 
funds. 

[The information appears at the conclusion of the hearing.] 

In 2000 these swap dealers had only 10 percent of the contracts 
to buy futures contracts. However, that number has tripled to 30 
percent in 2008. In fact, the New York Mercantile Exchange, 
NYMEX, has granted 117 hedging exemptions since 2006 for West 
Texas Intermediate crude oil contracts, many of which are for swap 
dealers with no physical hedging positions. Is it a coincidence that 
investment banks tripled the number of futures contracts they are 
buying at the same time that oil prices are skyrocketing? 

Today we want to find out whether the CFTC understands the 
degree to which speculators of various stripes and motivations have 
seized control over a significant majority of oil futures. 

We want to find out whether the CFTC is going to shed light on 
the vast over-the-counter market, where energy derivatives are 
traded but go unregulated. 

We want to find out if the CFTC and its staff are sufficiently mo- 
tivated to question the activities of Wall Street and its powerful in- 
vestment bankers. 

We want to explore the arcane loopholes which allow investment 
banks and commodity dealers to evade speculative position limits 
that are supposed to prevent price distortion. 

CFTC claims it found no evidence that the futures markets have 
been subject to excessive speculation, but on May 29th it issued a 
special call to swap dealers for data on their investment in com- 
modity indexes. We note this action came 9 days after one of our 
witnesses, Mike Masters, questioned the impact of an estimated 
twentyfold increase in commodity index investments. 

Today we will also assess the impacts to key sectors of our econ- 
omy, such as the airlines, trucking, and petroleum marketing. Air- 
lines are eliminating service to over 100 cities, laying off thousands 
of workers, and projecting up to $13 billion in losses this year due 
to jet fuel price increases that cannot be passed on to the con- 
sumer. 

Last week, CFTC, Commodity Futures Trading Commission, re- 
versed its long-held view regarding one loophole that allows foreign 
boards of trade to offer electronic trading screens in the United 
States. But it still allows the trading on these terminals to play by 
less rigorous regulatory standards in a foreign country. When we 
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held our last hearing on energy speculation on December 12th, 
CFTC opposed the idea of requiring ICE Futures in London to 
abide by U.S. rules governing excessive speculation regarding crude 
oil. Six months later, I am pleased to see the CFTC dropped its op- 
position and will require ICE traders to be governed by certain 
U.S. rules. 

This is not the only loophole we need to examine. We also need 
to look at eliminating exceptions for swap dealers, providing great- 
er transparency for trading in the $9 trillion over-the-counter mar- 
ket for commodities. We will look at whether it makes sense to pro- 
hibit index speculators from using commodity markets and whether 
increasing margins on financial speculators is a way to burst the 
oil price bubble. 

Make no mistake about it: Excessive speculation in commodity 
markets is having a devastating effect at the gas pump and is rip- 
pling throughout our entire economy. If we do not act now with 
swift diligence, we risk having our economy brought to its knees. 
This committee has responsibility for energy policy and we intend 
to make sure that we find solutions, place them on the President’s 
desk, and deliver relief to the American people. We hope today’s 
hearing will help illuminate this issue for the administration and 
the American people; then we can work together on a bipartisan 
basis to solve this problem. 

I next go to the gentleman from Kentucky, Mr. Whitfield, for his 
opening statement, please. 

OPENING STATEMENT OF HON. ED WHITFIELD, A REPRESENT- 
ATIVE IN CONGRESS FROM THE COMMONWEALTH OF KEN- 
TUCKY 

Mr. Whitfield. Well, Chairman Stupak, thank you very much. 

And we certainly welcome our witnesses today on this important 
hearing relating to energy. 

Last week, the Energy Information Administration reported the 
gasoline average price was $4.13 a gallon across the country, more 
than $1 a gallon over last year. Diesel prices last week averaged 
$4.70 per gallon, almost $2 per gallon more than this time last 
year. Heating oil and jet fuel prices are also at record highs, as is 
the cost of crude oil, which has risen almost $70 per barrel, double 
the price a year ago. 

The American people and others want to know, is this due to 
supply and demand? Is it due to excessive speculation in the fu- 
tures markets? Is it due to the declining value of the dollar, refin- 
ery capacity, or a combination of all of these things? 

This morning, we are going to hear from witnesses who will de- 
scribe the economic impact that these prices are having on their 
businesses and how that is affecting their continued opportunity to 
provide jobs. We will also hear from energy market economists and 
participants who will explain the recent run-up in prices and help 
us understand, hopefully, whether the growth in noncommercial 
speculation in the energy commodities market is inflating oil prices 
significantly beyond underlying market fundamentals. 

The energy futures market is certainly a complicated market, 
and it serves an important function for those who actually buy and 
sell oil to hedge price risk and to reduce price volatility. It also ap- 
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pears that it has served financial markets more broadly as a hedge 
against the weakening dollar and infiation. 

The numbers here are as dramatic as those we see at the pump. 
Over the past 5 years, the number of oil futures contracts has 
jumped from 700,000 to more than 3 million. A large portion of this 
growth has involved not traditional physical oil hedgers, but insti- 
tutional investors such as public and private pension funds who are 
now getting into this market. 

The value of open interest associated with these institutional in- 
vestors has risen from a mere $13 billion to $260 billion over the 
past 5 years. And this rise appears to correlate to the run up in 
oil futures prices. 

We need to understand exactly what is causing this increase in 
prices, especially any recent factors that have propelled those 
prices to current historically high levels. Is this a speculative bub- 
ble driven by the market expectations and speculative fervor that 
prices will continue to rise? Are these expectations realistic? Does 
this run-up reflect the growing role and goals of various institu- 
tional investments and commodity index funds? 

And what does all this mean for traditional market participants 
concerned about the physical supply and delivery of oil? Is the 
Commodity Futures Trading Commission doing enough? Does it 
need more information from exchanges and from over-the-counter 
markets? Do margin requirements need to be changed? So we will 
be hearing from the Commodity Futures Trading Commission 
today. 

And I would also mention that many members on this committee 
cosponsored legislation introduced by Ranking Member Barton a 
few weeks ago to have an interagency study of the effects of specu- 
lation on energy prices and to have more comparable regulation 
over foreign and domestic markets that trade U.S. commodities. 

We will also discuss other rules and regulations, such as increas- 
ing margin requirements that I mentioned earlier. All of these mat- 
ters are going to be open for discussion this morning. 

I want to thank Chairman Stupak for holding this hearing. It is 
certainly a timely issue, one that the American people are ex- 
tremely focused on. And I look forward to the testimony of all of 
our witnesses and the opportunity to ask them questions to help 
us better understand the situation we are in today. 

I yield back my 45 seconds. 

Mr. Stupak. Thank you, Mr. Whitfield. 

Mr. Dingell for an opening statement, please. 

OPENING STATEMENT OF HON. JOHN D. DINGELL, A REP- 
RESENTATIVE IN CONGRESS FROM THE STATE OF MICHI- 
GAN 

Mr. Dingell. Mr. Chairman, first of all, I commend you for your 
superb leadership of this subcommittee. And, second of all, I com- 
mend you and thank you for this hearing today. 

Today, working Americans are seeing energy costs take an ever- 
larger bite out of the family budget. Costs have soared for gasoline, 
electricity, and heating, and increased fuel prices have driven up 
the price of food and everything else in our society. 
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This hearing today is laying the preface for this committee to 
begin to move forward on legislation cosponsored by virtually the 
entirety of this committee and our good friend Mr. Barton, the 
Ranking Minority Member. It is our intention to gather the facts 
today to try to find out exactly what is going on so that we may 
respond to the concerns that the American people have on these 
matters. 

Dramatic increases in fuel costs are affecting virtually every sec- 
tor of the American economy. For fuel-intensive industries, in par- 
ticular, this is a crisis. A case in point is the airline industry, and 
I want to welcome Mr. Doug Steenland, President and CEO of 
Northwest Airlines, who will be testifying today on the problem 
faced by his company and by the airline industry as a whole. 

Simply put, millions of Americans are feeling the pain from ex- 
traordinary increases in the price of oil, which is carrying through 
to price increases in everything else in the economy, especially in 
the energy area. 

This brings us to the central issue of this hearing: what caused 
this dramatic rise in prices? Are record oil prices simply a function 
of supply and demand, or are they a result of excess speculation, 
or both? 

The International Monetary Fund recently concluded that “spec- 
ulation has played a significant role in the run-up of oil prices”. A 
Lehman Brothers analysis suggests that more than 50 percent of 
the price of a barrel of oil may be attributable to speculation. The 
Saudis note that oil supply and demand seem to be in balance and 
that there is no substantive basis for current prices. Even the De- 
partment of Energy’s own Energy Information Administration says 
that “the flow of investment money” has contributed to a spike in 
oil prices. 

It is commonly held by economists, and I have been told by one 
of the great ones in a private discussion, that probably at least 25 
percent of the shoot-up in oil prices comes from speculation. 

It is unfortunate that the Secretary of Energy dismisses specula- 
tion as a cause of spiking oil prices and that the Secretary of the 
Treasury agrees, shrugging it off as a “tough period”. Admittedly, 
he is right, it is a tough period. But there is a cause, and it must 
be ferreted out. In short, real solutions from this administration 
are harder to find than $3-a-gallon gasoline. 

The oil producers say that the answer is to drill for more oil. The 
environmental community says the answer is to conserve energy, 
to change the way we live, work, and play. Both sides have a valid 
point. We should search for more oil, although I note that the oil 
companies aren’t drilling on land they already have. And the envi- 
ronmentalists are right — we need to conserve energy. But both are 
long-term solutions that will likely take at least 10 years; they will 
do little to solve the immediate problem we face, and such actions 
will not curb the current excess speculation and manipulation in 
the oil markets. 

Mr. Chairman, as our witnesses will testify today, the sharp rise 
in energy prices during the Bush administration has been outpaced 
only by the rise in speculation. Energy speculation has become a 
fine growth industry, and it is time for the Government to inter- 
vene. 



7 


We need to consider a full range of options to counter this rapa- 
cious speculation. For example, we should examine imposing 50 
percent margin requirements on financial speculators; setting posi- 
tion limits on transactions across all future exchanges; requiring 
full disclosure of all trading by investment banks in all markets; 
preventing pension funds and others from using the commodity 
markets as an investment vehicle; and prohibiting investment 
banks from owning energy assets. These and others ideas need to 
be debated, evaluated, and acted upon sooner rather than later. 

Mr. Chairman, I look forward to the testimony of the witnesses 
and working with you and my colleagues on this committee to iden- 
tify the causes of the problem and to address this problem, which 
is of perhaps the greatest magnitude that we have confronted in 
the energy area in my career in this Congress. 

Thank you, Mr. Chairman. 

Mr. Stupak. Thank you, Mr. Chairman. 

I next turn to Ranking Member of the full committee, Mr. Barton 
from Texas, for an opening statement, sir. 

OPENING STATEMENT OF HON. JOE BARTON, A 
REPRESENTATIVE IN CONGRESS FROM THE STATE OF TEXAS 

Mr. Barton. Thank you, Mr. Chairman. 

I am going to put my formal statement in the record and just 
speak off-the-cuff. 

You know it is an important hearing when Mr. Walden flies all 
night to be here, and Mr. Burgess and myself got up around 4 
o’clock in the morning in Texas to be here. And I am sure that Mr. 
Rogers and maybe you, Mr. Stupak, and even Mr. Dingell and Mr. 
Inslee — Mr. Inslee flew all night from Washington State. We don’t 
normally have hearings at 11 o’clock on a Monday morning. The 
fact that we are having this hearing and that we are all here shows 
how important it is. 

It is very important, because every week probably every family 
in America that doesn’t live in a central city and use public trans- 
portation is paying hundreds of extra dollars out of their pocket to 
have the mobility that we take for granted to go to work, go to 
school, and do all the things that Americans do in our great society. 

Let me say at the very beginning that speculators are not the 
cause of high energy prices. We have high energy prices because 
there is less than a 1 or 2 percent margin of supply over demand 
in world markets today. When you have that tight of a supply mar- 
gin, a surplus reserve margin, you create a situation where specu- 
lators can drive the price higher because of the uncertainty prin- 
ciple concerning who is going to get that next barrel of oil. 

I could make some news today if the Secretary of Energy or the 
President of the United States would authorize me to announce at 
this hearing that the Strategic Petroleum Reserve is going to begin 
to sell 2 million barrels of oil a day beginning 2 weeks from tomor- 
row. 

We have the capacity to produce about 6 million barrels of oil a 
day out of the SPR. If we were to put 2 million barrels a day of 
oil on the world market, we could do that for over a year. And if 
the President were to announce that, probably the price of oil, the 
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futures market, I don’t know how far it would fall, but it would al- 
most certainly go below $100 a barrel and stay there. 

We don’t use the SPR for those purposes. So the President is not 
going to make that announcement unless we change the law or un- 
less, by act of Congress, we direct the President to do that. 

But the fundamental problem that we have is that the world is 
using 85 million to 86 million barrels of oil every day, and the 
world is producing 85 million to 86 million barrels of oil every day. 
And we have been stuck in that rut for the last 2 years, maybe 3 
years. 

High prices have not resulted in the supply increase that pure 
markets say should result. Why is that? Part of the reason is we 
are not drilling in the United States in areas that we know there 
is oil and gas. We are the only nation in the world that has re- 
serves that we are not developing because of a conscious decision. 
You can argue the debates of that decision, but the fact is we are 
the treasure house for energy resources in the world, much more 
so than Saudi Arabia. So, as long as we keep the supply constant 
and the demand goes up, you create an opportunity for speculators 
to move in. 

And what Chairman Stupak said earlier is exactly right. When 
he put those charts up on the board, you look at the positions on 
the New York Mercantile Exchange, you look at the volume of trad- 
ing that has increased on the Intercontinental Exchange, and most 
of it is in what people call video barrels. 

Now, I didn’t know what a video barrel was until 2 or 3 months 
ago, but a video barrel is a barrel of oil that is never going to be 
produced, it is never going to be consumed, but it is going to be 
traded by somebody who has no intention — no intention — to 
produce that oil and no intention to put that oil on the market. It 
is people at keyboards all over the world who are just deciding 
there is money to be made because of the tight market in oil. 

And what Chairman Stupak said about the various swaps and 
the sovereign wealth funds and all the institutional investors, they 
are moving into oil because they look at the supply-demand situa- 
tion and they don’t see a supply increase, so they figure, “Well, 
heck, we have broken all the psychological barriers. We have bro- 
ken $100-a-barrel oil. Now, people like Boone Pickens are talking 
about $200-a-barrel oil. So there is no psychological barrier. Why 
not? Why not?” 

And when we get to the technical part of this hearing, you are 
going to see that the long positions have just grown beyond expec- 
tation and that all the physical regulations that we put in place on 
the U.S. market so that we can’t have a repeat of what the Hunt 
brothers tried to do in the silver market 10 or 15 years ago, the 
CFTC is giving exceptions. They have given conscious exceptions. 
And Chairman Dingell and Chairman Stupak have written a very 
thoughtful letter asking for precise data on why those exceptions 
were given and how those data are being traded. 

So the purpose of today’s hearing — and it is a thing to have it 
on a day when we don’t vote until 6:30. We won’t be coming in and 
out. Once we get started, we are going to have the ability for the 
members of this Oversight Subcommittee to function in the truest 
sense of oversight for the Energy and Commerce Committee. We 
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can listen to the witnesses. We can get into questions for 10 min- 
utes at a time and really educate both the Members of Congress 
and the American people on this market and then decide what to 
do. 

And the most important thing about this hearing — I am very 
glad that we have the gentleman from Great Britain that is with 
the Intercontinental Exchange. Because it won’t do any good if we 
get more transparency and more regulation that prevents unneces- 
sary speculation in the U.S. exchanges if all that does is take it to 
the international exchanges. So I am very glad that we have our 
foreign visitors here. 

Mr. Chairman, this is an excellent hearing. You have a great 
group of witnesses. We have plenty of time. I look forward to the 
participation in the hearing today. 

With that, I yield back. 

[The prepared statement of Mr. Barton follows:] 

Statement of Hon. Joe Barton 

Thank you, Chairman Stupak and Mr. Whitfield, for this very timely and impor- 
tant hearing on the impact of speculation on energy prices. I very much support this 
continuing oversight. This hearing can help us find ways to ensure our futures mar- 
kets are working correctly and not being impacted by excessive speculation. 

This Congress needs to face reality about our energy needs. We need more Amer- 
ican-made energy, including energy from oil, coal, natural gas, and all the viable 
alternatives. Another reality is that our nation’s economic strength depends on af- 
fordable energy for turning on the lights, getting to work, and cooking dinner with- 
out having to file bankruptcy papers. 

Oil prices have been subject to 4 to 5 years of negative expectations about the 
tightening of world oil supply and America’s own commitment to tap its ample sup- 
plies. A clear signal to world markets that America is waking up to these realities 
and finally seeking to use its own vast energy resources would help change expecta- 
tions and help lower futures prices. 

Another economic reality is that our economy relies on well-functioning com- 
modity markets to help energy producers and energy consumers to hedge their re- 
spective price risks, so that they can do their work efficiently. Well-functioning fu- 
tures markets require transparency and clear rules to guard against manipulation, 
excessive speculation, and other problems that can harm consumers. 

Some of the recent rise in oil prices is believed to be linked to runaway specula- 
tion in the futures exchanges, particularly speculation by non-commercial players. 
This has raised concerns on both sides of the aisle about the rules that govern these 
exchanges — and whether there are loopholes and other inequities across the foreign 
and domestic trading venues which are causing problems. 

We don’t want our U.S. market at a competitive disadvantage to foreign markets. 
And we don’t want these foreign markets trading U.S. energy futures without being 
subject to the transparency requirements and trading limitations that our domestic 
markets have. 

I am encouraged to see that the Commodity Futures Trading Commission has an- 
nounced modifications to its Foreign Board of Trade process to address the dispari- 
ties between the United Kingdom and our regulatory structures. This action is 
something that would have been required in H.R. 6130 — legislation that 19 Repub- 
licans and I introduced last month. I only wish CFTC had not waited until legisla- 
tion was proposed to get started on a job that should have begun awhile ago. 

The CFTC says it will require other foreign exchanges to be comparably trans- 
parent and provide similar position and accountability limits on speculators that are 
applied to the U.S. exchange. This is a solid first step to getting control of any run- 
away speculation. 

The CFTC will form a federal interagency task force to examine the issues we will 
discuss today. This is also a good thing, along the lines of our legislation. I look for- 
ward to discussing with our witnesses today some of the questions that should be 
addressed in this study. For example, how futures prices in the cash market, espe- 
cially in the forward months, impact the price of energy and other decisions in the 
physical marketplace. 
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I also look forward to discussing whether recent CFTC actions are sufficient to 
safeguard against manipulation. For example, the CFTC did not address exemptions 
from trading limits provided for so-called swaps transactions, involving commodity 
index funds, which have grown tremendously with the weakening U.S. dollar. 

Well hear today that these non-commercial speculators have come to dominate fu- 
tures trading over traditional speculators. I would like to know what that means 
for the integrity of these markets. 

Many Members of both the House and the Senate have introduced all kinds of 
legislation dealing with futures markets and the CFTC, requiring all sorts of things 
from energy futures studies to the raising of margin requirements for speculators. 
I am cosponsoring H.R. 6238, Chairman Dingell’s bill, to establish an interagency 
working group to study the factors that affect the pricing of crude oil and refined 
petroleum products, and make recommendations on appropriate regulation. I hope 
that part of what we learn today will be what kinds of further congressional action 
are appropriate and necessary. 

Finally, let me say that the straightforward transparency that’s necessary for the 
markets is equally necessary for these proceedings today. This subcommittee tradi- 
tionally takes its testimony under oath because it puts a high premium on the abso- 
lute accuracy of the information it receives. Today’s subject deals with a matter that 
affects the lives of millions of our people, and I don’t think it is possible to under- 
state the strength of our expectation that we will receive only verifiable facts here 
today. 

Mr. Chairman, there are many witnesses who have a lot to say today. I thank 
you again and yield back the remainder of my time. 

# # # 


Mr. Stupak. I thank the gentleman. 

Mr. Inslee for an opening statement, please, sir. 

OPENING STATEMENT OF HON. JAY INSLEE, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF WASHINGTON 

Mr. Inslee. Thank you. 

I first want to thank Chairman Stupak. Nohody in Congress has 
done more than Bart Stupak to really peel away the layers of the 
onion that are really hiding this explosion of speculation in the oil 
futures market. And I appreciate his work and his work on the 
PUMP Act that was introduced last week to really bring some sun- 
shine to this. 

I want to make four points. 

First, when the Saudi oil minister tells you you have a problem 
with oil prices, you know you have a problem. When Jose Canseco 
tells you you have a problem with steroids in baseball, you know 
you have a problem. When the Saudis tell you you have a problem 
in the oil markets, you know you have a problem. So I am happy 
we are here today to discuss that. 

Second, the approach that we have taken, both with this hearing 
and Mr. Stupak’s PUMP bill, is to actually do something that could 
have an effect on prices in the relatively short term. 

Some people have suggested drilling in some of the most pristine 
areas in the country, even if it succeeded 20 or 30 years away, it 
is something our grandchildren could possibly enjoy but we would 
not. Ending rampant speculation in the oil future market has the 
capability of doing something for us who are approaching AARP 
age and above. And that is why it is appropriate for us to get to 
something that could actually have an impact today, this year, 
rather than something several decades hence. 
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Third, those who have argued that somehow we need to have all 
of this enormous liquidity in the market in order for the markets 
to function, ignore the charts that Mr. Stupak has put up, showing 
that the markets are drowning in liquidity. To argue that we need 
more liquidity is something like arguing the Iowa farmers need 
more liquid, more liquidity, in Iowa right now. 

We have a flood of liquidity in the market. We have had an ex- 
plosion of speculative positions in these markets, as opposed to real 
physical risk associated with this. And it is clear that we have a 
problem in part because of the Enron loophole. 

And this is the fourth point I want to make. We really have seen 
this movie before. Now, I am from the Seattle area. And a few 
years back, because Congress willfully turned a blind eye and, 
more importantly, the administration turned a blind eye to manip- 
ulation of markets in the Enron scandal, it cost my constituents lit- 
erally a billion dollars on the west coast of the United States. 

And we remember very well arguing with the Administration 
that the executive branch of the Government had some obligation 
to rein in this speculative manipulation of the market that was 
taking place in the dark. And the response by the Administration 
is, “No problem. There is no problem.” 

And I was reminded of a conversation when I heard Secretary 
Bodman yesterday say, or the day before yesterday, saying, “There 
is just no evidence of speculation in this market.” And a little bell 
went off in my head, where have I heard that before? Well, I heard 
it when we went to Vice President Cheney years ago, and I pled 
with him to take action in the original Enron scandal because it 
was obvious that there was a problem in these markets. It was ob- 
vious somebody was gaming the system and that speculation found 
a way to, in fact, have a price result. 

And I showed him a piece of paper showing that actually 32 per- 
cent of all the generating capacity in the United States was turned 
off one morning when there were brownouts in California. And I 
asked him for relief. I asked the Vice President to do something to 
rein in this speculative manipulation that was obviously going on. 
And I will never forget because he looked at me and he says, “You 
know what your problem is? You just don’t understand economics.” 

Well, I think it turned out that we did understand economics. 
And I think we do understand liquidity, and we do understand ex- 
cessive speculation. And we now understand what happens when 
we remove the protection of the consumers by creating this Enron 
loophole. And we are experiencing the results of that today. 

So I am very appreciative of the chairman’s peeling back and 
shedding a little light. Here is one economic principle that I know: 
Bad things happen in the dark. And that is where these markets 
are right now, they are in the dark. And it is time to shed a little 
light on them, and I am looking forward to this hearing. 

Thank you. 

Mr. Stupak. I thank the gentleman. 

Next, Mr. Walden for an opening statement, please, sir. 

OPENING STATEMENT OF HON. GREG WALDEN, A REPRESENT- 
ATIVE IN CONGRESS FROM THE STATE OF OREGON 

Mr. Walden. Thank you very much, Mr. Chairman. 
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And I appreciate the hearing that we are having today and the 
list of very distinguished witnesses that we will hear from. And 
hopefully we will all emerge from this better educated about the 
markets and the problems associated with them and ways that we 
might address them thoughtfully and in a way that will help our 
consumers and this country. 

As I read through the testimony, it reminded me of the GAO in- 
vestigation I called for several years ago, which was completed and 
revealed issues involving the market last fall. And I think, for 
those who haven’t read it, you may want to get a copy of it, “Com- 
modity Futures Trading Commission: Trends in Energy Derivative 
Markets Raise Questions About CFTC’S Oversight.” I was not 
alone in requesting that. A lot of other folks got involved, as well. 
But I think it is a very good report that outlines the problems that 
are out there. 

And as I read some of the testimony, it becomes clear that dif- 
ferent experts have different opinions on how much speculation is 
involved in this market. Clearly it has grown dramatically. Clearly 
it is having an effect. And the question is, how do we get trans- 
parency, how do we get appropriate regulations, so that we don’t 
have a repeat of what we saw with Enron, as my colleague from 
Washington State — I being from Oregon, I have folks who suffered 
similarly. And I think transparency and proper regulation is impor- 
tant. 

But I also know, in reading through the testimony, that those 
who dismiss supply and demand and international troubles as the 
reason for the run-up in price basically say those things have all 
been counted in the market a long time ago. And so it seems to me, 
if you want to stick it to the speculators who are inappropriately 
manipulating the market, then you do market reforms but you also 
add to supply. 

And I, for one, have supported increased mileage standards. I 
drive hybrid vehicles. I believe in conservation, investment in new 
technologies. But I also agree with the Ranking Member that I 
think it is time to develop America’s resources. 

Now, you will hear that that is a fool’s errand because it might 
be 7 or 10 years before that oil would ever come to market. And 
yet I believe that markets respond to signals. And had President 
Clinton not vetoed the bill that Congress, before I got here, passed 
to allow America to access oil reserves in Alaska that President 
Carter had set aside up on the very northern part of that State, 
that was 1996, if it took 10 years, we would have 2 years of oil that 
would have been coming out of Alaska now. 

So the decisions we make today will affect the markets. I think 
if we indicated a change in American policy to allow us to access 
our Outer Continental Shelf and to allow us to develop other 
sources of oil, we would have an effect on the market. 

Unfortunately, this committee, at some point in the Energy Bill 
of 2007, which I ultimately voted for, stuffed in a little provision 
that even precludes the use of oil fuel derived from tar sands in 
Canada from being used for military purposes by the United States 
military. I am not quite sure what the scientific basis of that is, 
but it was a political decision that sent, kind of, a perverse signal 
to the market that we are not going to accept that kind of fuel. 
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At a time when fertilizer prices and inputs are up a couple hun- 
dred percent in my district, at a time when diesel is nearly double 
what it was a year ago, at a time when the underlying cost struc- 
ture for farmers has artificially been inflated because of the run- 
up in the input prices, we have to assess all of these issues: our 
access to supply domestically; invest in the new technologies; and 
make sure that the markets are working appropriately. And that 
means more transparency and more investigation into the system. 

So, Mr. Chairman, thank you for this hearing today and I look 
forward to hearing from all of our witness. 

Mr. Stupak. Thank you. 

Mr. Melancon for an opening statement, please. 

OPENING STATEMENT OF HON. CHARLIE MELANCON, A REP- 
RESENTATIVE IN CONGRESS FROM THE STATE OF LOU- 
ISIANA 

Mr. Melancon. Thank you, Mr. Chairman, for holding this hear- 
ing. 

I appreciate the opportunity, coming from Louisiana, a producing 
State that has been producing energy for this country for decades 
and without little reward or appreciation. Unfortunately, our prices 
are as high as everyone else’s. There has been a saying for years 
in Louisiana, if we can find that valve and turn if off, people would 
appreciate what we do in Louisiana; Texas, for that matter, and 
the other Gulf States that are producing off their shores. 

You know, I am here today to try and understand and to hope- 
fully help in remedying the problem of high prices to the American 
citizens and, best I can tell in my recent conversations, to the peo- 
ple of this world. The cost everywhere is just going up, and we need 
to find what has caused it. We don’t need knee-jerk reactions. We 
don’t need to continue to try to blame the people in the past that 
took actions, because there are some moratoriums that are out 
there from other than Democrats and there were some actions by 
other than Democrats in the last Congress that dealt with not drill- 
ing off of Florida’s coast. So there is enough blame to go around. 

What we need to do is we need to sit down and hunker down to- 
gether, as a Congress, as Americans, and try and figure out what 
it is that is wrong with the system and produce positive legislation, 
and hope that we can get the proper executive action that may be 
needed to stem the drastic rise of energy, and particularly gasoline 
and diesel fuel and other energies that are causing our businesses 
and business people and citizens throughout the country to suffer. 

It really has come home. When I do get home on weekends is 
when I hope to see my children. And when their excuse for not 
being able to see me is that, “Daddy, the price of gasoline is so 
much that we are trying to conserve, and we are not making trips 
just so.” And I keep saying, I would wish that this would be one 
of your priorities. However, I understand where they are coming 
from. 

And I appreciate, Mr. Chairman, you calling this hearing and 
hope that it will help us to understand better what goes on out 
there and to remedy that situation if it can be. 

I yield back my time. 

Mr. Stupak. I thank the gentleman. 
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Mr. Burgess for an opening statement. 

OPENING STATEMENT OF HON. MICHAEL C. BURGESS, A 
REPRESENTATIVE IN CONGRESS FROM THE STATE OF TEXAS 

Mr. Burgess. Thank you, Mr. Chairman. And I, too, appreciate 
you holding the hearing today. I look forward to learning a great 
deal about this subject. We, of course, had the hearing in Decem- 
ber, which was very instructive. 

Just to think back to my past life — I haven’t been here that long. 
When I was a simple country doctor, if someone asked me about 
futures, I really wouldn’t have known what they were. I wouldn’t 
have known that they are important. I wouldn’t have known that 
they were around so that they would excise some of the volatility 
from the market and they, in fact, performed a useful function in 
that arena. 

Speculation involves someone putting up capital and risking that 
capital. If the market doesn’t behave as intended, then that capital 
can be lost. If the market goes up, obviously that individual who 
is invested is going to be rewarded. But manipulation really has no 
place in our markets. 

And Mr. Chairman, back in September of 2000, I remember 
hearing on one of the financial programs on the radio that they ex- 
pected the market — the market then was in a downturn, and they 
expected the stock market in general to recover after the presi- 
dential election, because they always do. And then several months 
later, listening to the same radio station and a similar radio show, 
the question was raised, well, why didn’t the market recover after 
the presidential election? A lot of reasons were given; perhaps the 
long length of time it took to decide the election. But the other 
thing that was brought up was that there was just an enormous 
amount of money sitting on the sidelines, that people were some- 
what skittish about the market and were holding off reinvesting. 
Well, we now know where that money went. It went into oil fu- 
tures. 

Now, it is my hope that, as a result of this hearing today and 
perhaps others that we will do in the future, again I don’t have a 
quarrel with the speculators, but I do hope that people realize 
when they bet against the United States of America they may well 
lose. And, in fact, I hope they do, because I hope we are able to 
bring prices down — mechanisms such as Mr. Barton suggested, 
mechanisms such as Mr. Walden suggested, things that will in- 
crease supply, and therefore bring down some of the price pressure. 

But we also have to have in mind firmly about the future. Now, 
one of the questions that is going to be posed in probably several 
different ways today is, should we increase the margins on these 
futures contracts? And currently my understanding is those mar- 
gins are 5 to 7 percent. And perhaps they should be higher, much 
higher, in the range of 30 to 50 percent. 

Should we also look at the fact that when you buy an oil futures 
contract maybe you ought to have some place to put the oil that 
you’re going to buy? In other words, if you have no place to put it, 
then clearly you are only buying the contract to resell it and hope- 
fully make a profit in the process. 
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We are going to hear a lot of information today about the lack 
of transparency, particularly the over-the-counter trading and the 
Intercontinental Exchange. I certainly can not drive around my dis- 
trict back home in Texas without hearing people wonder if it’s not 
the weakness of the dollar that has caused the price of oil to in- 
crease so dramatically. But when you dissect it out, the dollar has 
lost 30 percent of its value and the price of oil has increased 400 
percent. So clearly there is more going on than just the weakness 
of the dollar. 

So when we know — and we have heard other people reference it 
this morning — when we know, to some degree, how manipulation 
of the prices perhaps occurred, why have we not repealed that abil- 
ity that was passed by Congress in 2000? 

A lot of people sitting on both sides of this dais actually voted 
for that bill. I have the roll-call vote here in front of me, if anyone 
is interested. Speaker Pelosi voted for that bill. This is the Com- 
modity Futures Modernization Act, 19 October 2000. Chairman 
Dingell voted for this bill. Chairman Stupak voted for this bill. 

Well, now that we know what we know, what has taken us so 
long to repeal it? After all, we’re 18 months into a Democratically 
controlled Congress, and with all of the enlightenment that was 
supposed to follow that, why are we still now talking about it? 

Well, speculation does create liquidity. There is a troublesome as- 
pect here. We were warned about these oil prices, we were warned 
in this Congress, in September of 2005, after Katrina and Rita. 
And Chairman Barton tried to do something about it. He intro- 
duced legislation in October that would’ve increased supply, 
would’ve increased refining capacity, would’ve increased new drill- 
ing capabilities, and he was rebuffed. 

So now it is incumbent upon this Congress to look ahead. And 
don’t just look at what’s going on right now. Let’s look 10 years 
into the future. We can see a day where demand will greatly ex- 
ceed supply. If this is just an oil bubble right now, then so be it; 
maybe we can deflate it. If we do, I hope we do so gradually, be- 
cause I don’t know that our economic system can contain another 
shock like it did with the banking industry. But nevertheless, we 
are looking at a world where demand will greatly exceed supply. 

So right now, right now, in a bipartisan way, let’s resolve this 
issue. Let’s resolve this issue so we are prepared for that future en- 
ergy shock. 

And I would ask many of those who are going to be testifying in 
front of us today: Clean up your act. Let’s all declare victory. Be- 
cause, after all, we know that business has to go on. And the econ- 
omy could scarcely afford a rapid deflation of the oil prices. But, 
at the same time, we cannot sustain, our economy cannot sustain 
the price set at the current level that it is. 

Thank you, Mr. Chairman, for your indulgence. I’ll yield back the 
balance of my time. 

Mr. Stupak. I thank the gentleman. 

Well, that concludes the opening statements of the members of 
the subcommittee. 

I’d like to recognize my colleague, Mr. Rogers. He’s a member of 
the full committee, and he is here to participate today, but unfortu- 
nately will not be able to give an opening statement. 
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Mike, do you have an opening statement you would like to sub- 
mit for the record? 

Mr. Rogers. I do, Mr. Chairman. 

Mr. Stupak. ok, without objection, it will be submitted for the 
record. 

[The prepared statement of Mr. Rogers follows:] 

Statement of Hon. Mike Rogers 


Mr. Chairman, 

Thank you for holding today’s hearing. Mr. Chairman, we will hear a great deal 
of testimony today and I am going to keep my remarks brief. I appreciate your in- 
dulgence in allowing me to participate in today’s hearing and I am confident that 
the extensive witness list today will help this committee learn more about an impor- 
tant issue. Like most Members of this committee I want to see American’s pay less 
for gasoline. And like many members of this committee I believe that speculation 
does play a part in the cost of oil. I hope that today’s hearing sheds some light on 
just what the impact of speculation is on oil prices, and what Congress can do to 
bring down the cost of energy. 

That said, I do think we need to take a moment to think a bit about what the 
larger problem is here. The cost of oil is driven by supply and demand, and today 
demand is at or above supply. That means that every barrel of oil is going to be 
expensive, and even if we eliminate every speculator, something that I doubt we can 
actually do, the cost of barrel of oil is still going to be very expensive. 

Mr. Chairman, today’s hearing is important and helpful. But we are kidding our- 
selves and kidding the American people if we do not do much more to add supply, 
domestic supply, of oil and gas. 


Mr. Stupak. I also expect — in fact, Mr. Ross from Arkansas has 
just landed. He will be here shortly. He is also a member of the 
full committee, and he will be participating this morning, also 
through questions. 

So we look forward to those two members participating with us 
here today. 

I’d ask the first panel of witnesses to come forward. 

On our first panel we have Mr. Fadel Gheit, who is Managing 
Director and Senior Oil Analyst at Oppenheimer & Company; Mr. 
Michael Masters, who is Managing Member and Portfolio Manager 
at Masters Capital Management, LLC; Mr. Roger Diwan, who is 
Partner and Head of Financial Advisory at PFC Energy; Mr. Ed 
Krapels, Ph.D., who is Director at Energy Security Analysis, Incor- 
porated. 

Gentlemen, welcome. I know some of you, as well as many of the 
witnesses on the other panels, have traveled great distances to be 
here with us today. We appreciate your willingness to be here and 
share your knowledge with the committee. 

It is the policy of the subcommittee to take all testimony under 
oath. Please be advised that under the Rules of the House you have 
the right to be advised by counsel during your testimony. Do any 
of you wish to be advised by counsel? 

Everyone is nodding their head no; I will take it as a no. There- 
fore, I’m going to ask you to please rise, raise your right hand and 
take the oath. 

[Witnesses sworn.] 

Mr. Stupak. Let the record reflect that the witnesses replied in 
the affirmative. You are now under oath. 
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We will now have a 5-minute opening statement from our wit- 
nesses. You may also submit a longer statement for inclusion in the 
record. 

So we’ll be^n opening statements, go from my left, your right. 

Mr. Gheit, if you will begin, please, with an opening statement, 
sir. 

STATEMENT OF FADEL GHEIT, MANAGING DIRECTOR AND 
SENIOR OIL ANALYST, OPPENHEIMER & CO., INC. 

Mr. Gheit. Mr. Chairman, good morning. My name is Fadel 
Gheit. I’m 

Mr. Stupak. Can you move that forward? Just pull it forward 
there. 

Mr. Gheit. Good morning. 

Mr. Stupak. Good morning. 

Mr. Gheit. We are on. 

Mr. Stupak. It’s on. 

Mr. Gheit. Over the last 12 months, as you all stated, oil prices 
more than doubled, but industry fundamentals have little changed. 
The same old factors — supply disruption in Nigeria, Venezuela, 
Iraq, Iran — all these factors were already embedded or reflected in 
oil prices a year ago when oil prices were $65. Nothing I can think 
of that changed over the last 12 months, with the exception of the 
devaluation of the dollar, caused oil prices to more than double. 

I have been for a while saying that oil prices are inflated. They 
are not supported by market fundamentals. And the reason I base 
my conclusion that oil prices are extremely high is that I have been 
in this business almost 30 years. I talk regularly to the COOs of 
oil companies, from the largest of them all to very small, inde- 
pendent oil and gas companies. They all come to the same conclu- 
sion, that oil prices do not reflect market fundamentals. In my 
view, we can produce oil profitably at less than half the current 
price levels. 

Now, there was no unexpected changes in the industry funda- 
mental in the last 12 months when oil prices were $65. Now oil 
prices are double that today and are likely to go higher, because, 
again, the speculation will continue, the same tightness in the mar- 
ket will continue. 

We saw what happened yesterday in the gathering in Riyadh or 
in Jeddah. And basically the Saudi Government said that it is spec- 
ulation, it is taxes by countries, as well as the devaluation of the 
dollar, and their continued demand increase in China and India. 

The changes in demand in China and India was not new. Actu- 
ally, demand growth has been trimmed over the last 12 months be- 
cause of the global economic slowdown. The oil industry, as I said 
before, can profitably produce oil at less than half the current 
price. 

Now, what do we do about speculation? A lot of people talk about 
speculation. Some people say it has very little to do with the spike 
in oil prices. Some people think it more than doubled — or the cause 
of doubling oil prices. 

As I recommended to the Senate panel in December of last year, 
we should raise the margins requirement to 50 percent, similar to 
what is required on stocks. We should bar companies operating in 
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the U.S. from trading oil futures on exchanges not in compliance 
with the regulators. We cannot close the door here and open a win- 
dow outside of the U.S. 

We should set trade and volume limits by commercial in relation 
to physical needs, only those companies that will physically use the 
oil. We should set industry standards for airlines, for oil companies, 
for refiners, to see what is the appropriate level the physical inven- 
tory that they should hedge. 

Now, we should limit trading by financials to a percentage of the 
commercial volume. Yes, some people say we need the liquidity and 
these people provide service. But we don’t want them to control the 
market, as they have in the last few years. 

We should bar investment banks and other financial traders 
from owning energy assets. We should separate crude oil trading 
from other trading and investment services. We should require full 
disclosure by investment banks of oil trading results. We should 
impose stiff penalties, including jail terms, on violators. 

That is the end of my statement. 

[The prepared statement of Mr. Gheit follows:] 
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Qppenheimer, 


The House investigates the Oil Bubble 


The Senate and the House of Representatives continue to hold hearings regarding the impact of 
speculation on the recent run-up In oil prices. Oil prices, which are near their record high reached a couple 
of weeks ago, are up more than 100% from a year-ago level, despite adequate supply, with no disruptions, 
and weaker demand outlook than the year ago projection, which should have helped keep oil prices at or 
below their year-ago level of $65 per batrel, but instead, oil prices more than doubled. Large investment 
banks keep fanning the fire by making exaggerated oil price predictions that they believe they can help 
achieve, given the governments Inability or unwillingness to hold them accountable. 

Below are the main reasons we believe the record oil prices are inflated by speculation and not justified by 
market fundamentals: 

• There were no unexpected changes In industry fundamentals in the last 12 months, when crude 
oil prices were below $65 per barrel. I cannot think of any reason that explains the run-up in crude 
oil price, beside excessive speculation. 

• World oil demand growth forecasts have been trimmed to reflect the current economic slowdown, 
which should have resulted in lower, not higher, oil prices. 

• World oil production is economic at prices well below $65 per barrel. Marginal replacement cost, 
however, is distorted by high government take of royalties and taxes due to record oil prices. 

• Windfall profits have boosted capital spending and inflated service cost. Bursting the oil bubble 
could help return the oil markets to more realistic levels. 

• Record oil prices in a highly speculated oil market provide fewer incentives for oil exporting 
countries to increase production, since oversupply, combined with tighter regulations, could 
cause oil prices to crash. 

Below are the answers to the questions by the Subcommittee on Oversight and Investigations of the 
Committee on Energy and Commerce before a hearing held on Monday, June 23, 2008. at 11:00 am in 
room 2123 Rayburn House Office Building. 


Question # 1 

The closing price of light sweet crude on the New York Mercantile Exchange was $116.32 per 
barrel on May 2, 2008. Do the fundamentals of supply and demand justify this price, and If not, 
what is the dollar amount of the speculative premium in the market at this time? What is your view 
based on? 


I do not believe the current record crude oil price is justified by market fundamentals of supply and 
demand. I believe the surge in crude oil price, which more than doubled in the last 12 months, was mainly 
due to excessive speculation and not due to an unexpected shift in market fundamentals. After all, 
demand growth in China, India and other developing countries was not a surprise and was reflected in 
crude oil futures a year ago. In fact, the slowdown in global economic growth, caused by the sub-prime 
debacle and fears of a run on banks, trimmed world oil demand forecasts, which should have resulted in 
a lower, not higher, oil price. On the supply side, the impact of the unrest in Nigeria on oil exports, the 
decline in Mexico's crude production, and other less than newsworthy factors, were hardly new news, and 
were already discounted in crude oil futures. 
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I firmly believe that the current record oil price in excess of $135 per barrel is inflated, i believe, based on 
supply and demand fundamentals, crude oil prices should not be above $60 per barrel. My view is based 
on the following observations: 


■ There were no unexpected changes in industry fundamentals in the last 12 months, when crude 
oil prices were below $65 per barrel. I cannot think of any reason that explains the run-up in crude 
oil price, beside excessive speculation. 

■ Worid oil demand growth forecasts have been trimmed to reflect the current economic slowdown, 
which should have resulted in lower, not higher, oil prices. 

■ World oil production is economic at prices well below $65 per barrel. Marginal replacement cost, 
however, Is distorted by high government take of royalties and taxes due to record oil prices. 

■ Windfall profits have boosted capital spending and inflated service cost. Bursting the oil bubble 
could help return the oil markets to more realistic levels, 

■ Record oil prices in a highly speculated oil market provide fewer incentives for oil exporting 
countries to increase production, since oversupply, combined with tighter regulations, could 
cause oil prices to crash. 

■ Sharing our conclusion that the surge in crude oil prices is driven mainly by excessive speculation 
are; Energy Secretary, Samuel Bodman, OPEC oil ministers, and the CEOs of major oil 
companies. 


Question # 2 

Does the increasing demand for oil from China and India explain the increase in prices when you 

examine worldwide production versus consumption? 

Crude oil demand in China and India continues to grow, mainly because of strong economic growth, 
relatively low demand base, low energy efficiency, and government subsidies. The demand growth was 
the main reason that crude oil price more than doubled between 2003 and 2006, but I think it is very 
unrealistic to think that it was the reason for doubling the price in the last 12 months. 

The sharp decline in the value of the US. dollar against major currencies, especially the euro, helped 
mitigate some of the impact from soaring crude oil prices on those countries with stronger currencies. 
There are clear signs that the sharp rise in crude oil prices is beginning to strain the Chinese and Indian 
economies, especially with soaring food prices, which are causing social unrest in the two countries. 
Although economic growth in both countries is expected to continue, the growth is likely to moderate 
significantly going forward. 
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Question # 3 

What roles have major Investment banks, commodity Index funds, and other speculators played In 

the increase in oil prices? 

I firmly believe that major investment banks, commodity index funds, and other financial speculators have 
played a key role in the current crude oil price bubble. Electronic trading volumes on the NYMEX, the 
Intercontinental Exchange (ICE), and other smaller exchanges have grown significantly in the last five 
years. The current trading volume in oil future is more than 12 times world crude oil consumption, and 
long positions are more than 40 days of world oil consumption. 

Investment banks trade crude oil futures for commercial customers as well as financial players including; 
hedge funds, mutual funds and pension funds, as well as in their own account using their equity capital. 
Some large investment banks also own energy assets, Including refineries, pipelines, and storage 
facilities, which qualify them as commercials. That Is in part how Enron managed to manipulate the 
California energy market. 

Large investment banks trade crude oil futures as agents for their clients and as principals In their own 
account. They are also clearing houses for other crude oil trading firms. They also trade securities, 
currencies, and interest rates, and all their derivatives. They also provide merger, acquisition, fairness 
opinions on deals. Combining all these financial sen/ices with crude oil trading raises serious conflict of 
interest issues, I believe, and a difficult challenge for regulators. 


Question # 4 

How much of the price of oil currently is a risk premium attributable to political instability in 
places such as Iraq, Iran, Nigeria, and Venezuela versus price hikes driven by financial 
speculation? 


Political Instability has been the norm, not the exception, for the oil industry for decades, but became 
more prominent since the invasion of Iraq. Even at the peak of the sectarian violence in Iraq, crude oil 
production was not disrupted and has averaged close to 2 million barrels/day in the last three years. 

Security issues in Nigeria and occasional violence have been going on since the end of that country's civil 
war 40 years ago. Nigeria's shut-in crude oil production volume has averaged 400,000 barrel/day in the 
five years. Iran has been in the U.S. cross hairs since the hostage crisis in 1979 and more prominently in 
recent years over its nuclear program. 

Financial speculators continue to spread fears of potential supply disruptions in the event of air strikes 
against Iran's nuclear facilities. However, since Iran needs crude oil export revenues more than the world 
needs its oil, It is highly unlikely than the Iranian government, even in the event of such military action, 
would stop crude oil export. I think it is also unlikely that any military action would target Iran oil facilities, 
but most likely be aimed at a regime change. Despite economic sanctions on one side and record oil 
export revenues on the other side, Iran oil production has not changed meaningfully in the last five years, 

Venezuela, in my opinion, has been a case of poor diplomacy and gross misunderstanding between the 
U.S. and the Chavez government. It is the fourth largest oil exporter to the U.S. and has a large refining 
capacity in the U.S. Despite continued verbal attacks by President Chavez on the U.S., and the 
expropriation of oil assets owned by foreign companies, including those of ConocoPhiliips and 
ExxonMobil, the U.S. likely will remain Venezuela's largest oil export market. Venezuela's crude oil 
production fell from over 3 million barrels per day before the general strike in September 2002, to less 
than 2.5 million barrels today, almost 500,000 bamels below its current OPEC quota. The situation in 
Venezuela has not changed in the last six years. Normalizing relations with Venezuela could Increase 
access to its energy resources and boost its oil production and exports to the U.S. 

It is my view that there was no material change in oil production in any of the four countries — Iraq, Iran, 
Nigeria, and Venezuela — that had any meaningful impact on oil prices in the last 12 months. 
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Question # 5 

Is the weak U.S. dollar a contributing factor to high prices of oil? If so, is the price of oil being 
exacerbated by speculation in derivatives which link the dollar to oil prices? 


There is an almost perfect inverse correlation between the weakness in the U.S. dollar, especially against 
the euro, and crude oil price. I think of the $65 per barrel surge In crude oil price In the last 12 months, 
$10-$15 may be attributed to the weak dollar. This inverse correlation has exacerbated speculation In 
derivatives that link the dollar to oil prices, and the large investment banks are also the largest traders in 
derivatives. 


Question # 6 

While you recognize the Importance of futures trading to hedge price risk in commercial 
transactions such as oil shipping, you have also called for greater transparency, curbing excess 
speculation, and preventing potential conflicts of interest and abuses by traders. What are the key 
policy changes you would recommend to Congress? 


The globalization of the financial markets has been a double-edged sword. It improved efficiency, opened 
new markets and introduced new financial products. It also increased trading volumes significantly and 
made it more difficult for government agencies to sufficiently monitor and effectively regulate global 
trades, which allowed more abuse by financial speculators. They have more sophisticated tools at their 
disposal than government regulators, and the gap is growing. 

Because of the global nature of the financial markets, any efforts to regulate them must be coordinated 
between government agencies around the world. Regulators in the U.S., Europe, Japan, and even China, 
if possible, must co-operate in enforcing trading rules in order to put an end to excessive speculation, 
which has benefited a few at the expense of many. 


• Seek international cooperation on regulating oil futures exchanges. 

■ Raise the margin requirement to 50%, similar to that required on stocks. 

• Bar companies operating in the U.S. from trading oil futures on exchanges not in compliance with 
U.S. regulations. 

• Set trading volume limits by commercials in relation to physical needs. 

■ Limit trading by financials to a percentage of the commercial volume. 

■ Bar investment banks and other financial traders from owning energy assets. 

• Separate crude oil trading from other trading and investment services. 

■ Require full disclosure by investment banks of oil trading results. 

• Impose stiff penalties, including prison terms, on violators. 


Question # 7 

Last year you testified before a U.S. Senate Committee in support of raising the current margin for 
oil futures to 50 percent of the value of the trade. Would this action reduce oil prices? Would this 
curb speculation? Would this action drain liquidity from the futures market to the point that they 
would still be able to serve their purpose? 


I do believe that raising the margin requirement, on financials, not commercials, to 50% Is a critical first 
step in the right direction to end excessive speculation, but it has to be universal and must be enforced by 
other governments. 
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I believe successful implementation of global crude oil trading regulation would significantly curb 
speculation and could burst the current oil price bubble. Once speculators see that the game is over, they 
are likely to dump their long positions, which would exacerbate the drop in crude oil prices. They could 
make a huge profit, but it would likely be their last. 

i don't believe that oil future markets will be negatively impacted by more restrictive rules on trading by 
financial speculators. It would reduce volatility and provide commercial traders with more transparency 
and a true picture of supply and demand and help them better manage oil price risk. Oil exchanges, in my 
opinion, have become licensed global gambling halls. 

I believe the role of financial intermediaries should be limited to facilitating oil trades, and not to 
participate in oil trades as principals, or link oil trades with financial derivatives, which could exacerbate 
price volatility and increase the risk to commercial traders. The oil markets behaved more rationally 
before the oil exchange was established 25 years ago, and there is no reason to think that tighter 
regulation would do any harm to anyone but the speculators. 


Question # 8 

Would the benefits from raising the margin outweigh the costs to commercial hedging activity by 
buyers and sellers? 


The margin requirement should be raised only on financials, not commercials. Raising the margin 
requirement would disadvantage speculators, and benefit commercials whose primary objective is to 
manage risk, not necessarily make a profit. The primary objective of a financial speculator who trades oil 
futures is to generate superior returns relative to other investment options and the more volatility, the 
higher the risk and the returns. 


Question # 9 

What are your views on the practice of the Commodity Futures Trading Commission (CFTC) to 
exempt from its regulation the trading of derivatives for U.S. benchmark crude oil on Foreign 
Boards of Trade, if the foreign regulator does not provide oversight at least as rigorous as the 
CFTC? 


The Commodity Futures Trading Commission (CFTC) has no jurisdiction over foreign trading of 
derivatives. The reinforcement efforts must be coordinated among governments in the U.S., Europe and 
Japan, and universally regulated. I don't believe that any unilateral action by the U.S. is likely to yield the 
desired results, unless companies operating in the U.S. are baned from trading oil futures on exchanges 
not sanctioned by U.S. regulators. Regulations must be airtight in order to be effective, and all loopholes 
must be closed in order for this goal to be achieved. 


Question #10 

Should there be greater transparency with respect to bi-lateral trades conducted off exchange for 
crude oil and other energy commodities? 


Investment banks and other financial firms must be required to disclose their oil futures trading results. 
Full disclosure should be an integral component of any future energy trading regulation. More disclosure 
and transparency are steps in the right direction. Companies that operate within the law and have nothing 
to hide should have no objection to more disclosure. Hiding behind proprietary trading programs is an 
excuse and a smokescreen not to disclose trading information. I believe bi-lateral trades conducted off 
the exchange for crude oil and other energy commodities should be subject to full disclosure and 
transparency. 



25 


Mr. Stupak. Thank you, Mr. Gheit. 

Mr. Diwan? 

STATEMENT OF ROGER DIWAN, PARTNER AND HEAD OF 
FINANCIAL ADVISORY, PFC ENERGY 

Mr. Diwan. Thank you and good morning. I would like to con- 
centrate today my remarks on the structural changes really that 
have occurred in the last few years in the oil market and how the 
mechanism of oil price recovery have shifted from the physical to 
the financial world. 

If you can pull my first slide, please. 

As you can see, actually, prices have moved in a narrow band 
until 2003 and were largely determined by the level of inventories. 
The main reason for this narrow band was due to the existence of 
a very large amount of unused capacity within OPEC, what we call 
in our jargon “spare capacity.” 

The system broke down in 2003, first and foremost because the 
world basically faced two consecutive shocks: a supply shock in 
2003 when problems in Venezuela, Nigeria, and Iraq reduced sup- 
ply; followed by a demand shock in 2004 when global demand in- 
creased by over 3 million barrels per day. These two combined 
forces basically wiped out all the remaining spare capacity within 
OPEC and left only an estimated 2 million to 2.5 million barrels 
of cushion, most of it in Saudi Arabia. 

During that time, the benchmark, WTI, doubled from $35 to $70, 
as the world started to adjust to this concept of low spare capacity. 
The other important phenomenon during that period was the lack 
of growth in crude supply from non-OPEC countries despite the 
price rise. It is that fact that has really cemented the fundamental 
shift in perception from an era of plenty to an era of scarcity. 

This era of scarcity is now defined by a supply narrative that is 
firmly established in the oil market and, in particular, among the 
financial players. It is, in fact, that narrative that helped usher in 
what I call the “financialization” of oil markets. 

This “financialization” can be seen in three key developments be- 
tween 2003 and 2006, all of them pointing to the fact that oil price 
discovery moved from the physical to the paper market. 

The first one is a dramatic increase in importance of the finan- 
cial player in oil futures, with a multiplication by five of the num- 
ber of financial companies trading on NYMEX and the rapid take- 
off of the ICE exchange. As their number grew, their weight grew. 
And we have seen an increase in liquidity and money inflow. 

And, actually, during that first phase of financialization, we saw 
a very strong correlation between the net inflow of money to the 
futures and the oil prices. In the second phase, the financial player 
grew to become more sophisticated. And we saw another correla- 
tion between basically the net length of the noncommercial and oil 
prices. 

Clearly, the most troubling issue has certainly been the doubling 
oil prices in the last 10 months. And to understand that, we need 
to understand that, since August 2007, oil has become the hedging 
instrument against the weakening dollar and rising inflation. 

If you can see my second slide, please. 



26 


And what happened basically is, as the U.S. Fed started to ease 
monetary policy in September 2007 with zero interest rate cuts, the 
U.S. dollar weakened. As the dollar weakened, dollar-priced oil has 
emerged as natural hedge, not unlike gold. And we have a very 
strong negative correlation between oil and the dollar. 

So how did we get to the point where oil became a hedging tool, 
a new asset class, and not just the price of a commodity? The com- 
bination of increased liquidity, new players, and new instruments, 
such as the index funds, have allowed oil to become another asset 
class used by portfolio managers. 

By having oil futures and index funds as part of the portfolio of 
asset classes available to them, we have created linkages with the 
rest of the financial instruments and opened oil to be used as a 
hedging mechanism. So now oil prices are very much driven by 
what I call the macro fundamentals, such as interest rates, cur- 
rency rates, or inflation expectation, through these portfolio effects 
as much as by the oil fundamentals, which are traditional supply 
and demand analysis. 

The instruments of choice for this transmission between oil and 
macro fundamentals are the commodity index funds. These index 
funds have become the primary tool for hedging, investing, or spec- 
ulating commodities. They now represent the single largest compo- 
nent for futures. 

It is undeniable that the lack of position limits for these index 
funds has created the useful backdoor, allowing the financial com- 
munity to invest more money in oil futures than the regulators in- 
tended originally. And since they are used to hedge potentially 
much bigger markets, like currencies, they have room to continue 
to grow. 

Now that oil has in effect become a new asset class, we should 
make sure to have the right regulatory framework and make sure 
that we do not give incentives to invest in one asset class over the 
other, be it through regulatory loopholes or a lower transaction cost 
such as the margin calls. 

Thank you. 

[The prepared statement of Mr. Diwan follows:] 
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My name is Roger Diwan. 

1 want to thank the committee for inviting me to testify on the important issue that is the 
subject of today's hearings. 

I have been analyzing and forecasting crude oil markets for the past 1 5 years and have 
extensive contacts with oil companies, national oil companies, service companies and 
on Wall Street and within the hedge fund community. It is important that you know that 
I never traded commodities and that I am not representing any corporate, financial, or 
lobby organizations. I am speaking with you as an expert who has spent most of my 
professional career analyzing crude oil markets, both physical and paper markets, and 
hope to bring some perspective and background to today's discussions. 


I would like first to explain how I view oil price formation in the last ten years, and how a 
number of structural changes have led to what I call the financialization of oil markets in 
the last 2 years or so. In the graph below, I define three distinct periods in the oil 
market, with price formation going through a number of structural shifts: 

Oil Prices and Structural Trends 
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The traditional price structure that prevailed through 2004 was when oil analysts like 
myself spend their time looking at the supply and demand fundamentals in great detail 
with the ultimate goal to forecast changes in inventories levels, mostly in the United 
States. During that time, a very strong correlation existed between stock levels and 
prices, and forecasting changes in stocks reasonably well was the ultimate goals of 
most analysts. As you can also see, prices moved in a narrow band, largely due to the 
fact that OPEC had a very large amount of unused capacity to produce crude oil, what 
we call in our jargon “spare capacity.” It meant that oil markets expected to see OPEC 
increasing production every time stocks were low, by just opening the spigots. The 
internal dynamics in OPEC meant that every time prices were rising, any of the 
countries with spare capacity had the incentive to increase production by cheating on 
their assigned quotas. This global spare capacity was extremely large (10 mmb/d) in 
the mid 1980's. Over the course of the next fifteen years, low prices, strong demand 
growth and lack of investment gradually eroded this spare capacity. Simply put, the 
roots of the bull market are deep, and long-term solutions are required to address long- 
term problems. 

This process accelerated dramatically in 2003-2005 when the world basically 
faced two consecutive shocks: a supply shock in 2003 when problems in Venezuela 
and Nigeria as well as the interruption in Iraqi exports reduced supply, followed by a 
demand shock in 2004, when global demand increased by close to 3 million b/d. 

These two combined forces wiped out most of the remaining spare capacity within 
OPEC, and left only an estimated 2 to 2.5 million b/d of cushion, most (if not all) of it in 
one country, Saudi Arabia. During that time, the benchmark WTI price doubled, from 
$35 to $70 as the world adjusted to this new reality. As will be discussed later, one 
aggravating factor was that opportunities available to international oil companies to 
invest capital to replace natural decline and create new production capacity were 
generally scarce as the gate keepers of the most prolific basins generally restricted 
access Thus, the opportunities that investors have been able to capture have suffered 
from relatively high costs and lower productivity. 
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As oil markets learned to live with low spare capacity, and with the lack of new supply 
coming from Non-OPEC to force OPEC to shut in some spare capacity, a new reality 
has emerged: Oil markets, when facing low spare capacity have in effect removed one 
of the biggest price stabilizers, the ability to add supply quickly when prices rise. In a 
market without spare capacity, the price risks become one sided: any unexpected news 
is bullish by definition and this is how we have ended up with a market facing only two 
types of event risks: bullish and very bullish. We are riding in a car with no shock 
absorbers, and we feel every bump in the road keenly. 

Just as importantly, the lack of spare capacity means that there is little chance that the 
market will face a punishing action by OPEC to bring prices significantly down. In 
effect, OPEC as a cartel has lost its ability to control the price ceiling. While some 
observers might think this would not matter to the organization, the fact is that many 
members are very concerned by the serious risk of long-term demand destruction for its 
only product. 

Moreover, since the credit crisis of August 2007, oil prices have doubled. In the 
meantime, the supply-demand fundamentals have not changed in such a dramatic 
fashion. Oil fundamentals have remained supportive of prices: despite the slowdown of 
the US and European economies, global oil demand has stayed robust thanks to 
Chinese and Middle Eastern growth. More importantly, there has been virtually no 
change in oil supply from Non-OPEC countries, despite numerous forecasts expecting 
strong growth in 2008 and 2009. Delays of new projects, stronger declines rates across 
the globe and very disappointing production profiles in Russia and Mexico have created 
a very strong narrative in the market that oil supply is just not here, and that non-OPEC 
countries have reached a peak in production. It is certainly not a foregone conclusion, 
but we are in the 6’^ year of price rises, and supply has remained fairly stagnant. 

This supply narrative is the key reason for another structural change in oil prices: the 
long term prices for oil have shifted significantly upward. In thinking about prices, it is 
helpful to differentiate between short-term prices, which tend to be fairly volatile and 
responsive to changes in production and inventories, and long-term values, which have 
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tended to respond to investment levels, marginal costs, and beliefs surrounding limits to 
production and the longevity of the cycle. For many years, no matter what the near- 
term price of oil, the long-term price expectation was extremely stable. Around 2006, oil 
markets began to put a high value on long dated oil as evidenced by a slight contango 
and much higher prices for long dated crude. Normally oil in the out years is priced 
lower than oil in the current periods reflecting the cost of money and the cost of oil 
storage, which is called backwardation (see graph below). But now the combination of 
a an Asian demand narrative (China and India will need more oil), combined with the 
supply narrative (no new capacity in the medium term, and Peak Oil theory after that) 
has provoked a fundamental shift in the price structure: while prompt prices started to 
increase, the long dated prices increased even more, creating a gentle contango 
(meaning oil prices are starting to get higher in the out years than the near contract). 
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This shift in perception is the fundamental reason behind the price increase seen in the 
last few years. And as prices increased, the industry has stepped up investments in 
upstream activity. The development budgets of oil companies have soared, but this 
renewed activity has also created tremendous cost inflation. After all. low oil prices 
since the mid 1980’s have forced the industry to shrink and delay investments as 
profitability went down. Accordingly, the capability of the service sector, which 
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represents those companies that actually carry out the drilling and building activities for 
the oil companies, downsized to fit this diminished activity level. Now, those service 
companies are being asked to do much, much more. In short, the price boom has now 
created a rush to invest, and now, equipment, people and projects are scarce, so costs 
have soared. As you can see below, the Finding and Development costs (that is, the 
cost for the company to access, explore, develop, and deliver a barrel of oil to the 
market) for the largest oil companies have skyrocketed in the past three years. Most 
new projects now require a price of $70 to $90 dollars to be profitable (to get there, you 
need to look at F&D costs of marginal projects, and multiply it by three to get the oil 
price required to get a return of about 10%). It is also critical to note that even when 
spending money heavily on these expensive barrels for future production, some of 
these companies have not been able to add as many barrels into their reserve base as 
they have removed via production. In other words, the barrels are expensive and still 
the global oil industry is sometimes unable to replace 100% of production. 


Finding & Deveiopment Costs Skyrocket 



Organic costs exclude acquisitions; 3 year mean trimmed (ex 25% outliers) 
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In terms of the fundamentals, it is clear that higher oil prices were needed to attract 
capital to the industry in order to boost investments. Investments have been depressed 
in the last 1 5 years as the world was living off the capacity created in the last oil boom, 
and the large spare capacity that OPEC was willing to maintain. In a way, the demand 
in the last 20 years was met by OPEC turning on the spigots of existing infrastructure 
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and by efficient investments in countries opening to investment to gain revenue in a 
time of low prices. Now, we have to invest for every new barrel we want to bring on, 
and for that we need an investment super cycle. 

The Emergence Of Oil As A New Asset Class: Financialization Of Oil 

As these fundamentals unfolded, another key shift occurred, what I call the 
financialization of oil market: as the OPEC threat of ramping up production has been 
removed as a significant factor in oil markets, a whole set of new actors have been 
drawn into the futures markets, and started looking at the fundamentals of supply and 
demand in a new way: slowly but surely, oil markets have become an attractive area for 
investments for a number of financial players. Between 2003 and 2008, we have seen 
the number of or financial companies on NYMEX increase from around 50 to over 250 
(see graph below), and this does not include the firms that uses index funds. 


—“Total Non Com Traders (either long or short) 
— ^Tota! Com Traders 
— Non-Com Spread 


300 


Non Commercial Trading 
Activity Accelerates 



Jan-98 Jan-99 Jan-00 Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06 Jan-07 Jan-08 


During the early phase of this financialization, between 2003 and 2006, we saw a very 
strong correlation between Open Interest on NYMEX and oil prices. During that period, 
it is that indicator, the flow of money to the futures market that became the key element 
to predict prices, with a correlation close to 80%. Clearly, the fundamentals described 
above, the supply then demand shock, and the lack of spare capacity enticed a lot of 
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players to come into the oil market. In a sense, these financial players understood 
what was happening to the supply/demand balance and have bet - correctly - that 
prices would have to move up and that consumers would be willing to pay higher and 
higher prices without significantly altering their usage patterns. 


Open Interest 


Open interest and Price; A Tale of Three Periods 



starting in 2006, the open interest and price correlation rapidly broke down as non 
commercial trading picked up, bringing into the market an increasing number of financial 
firms playing out multi-pronged trading strategies. 

As the market grew to become more sophisticated, the key determinant of prices, or 
more precisely the key correlation that provided the best explanation of oil price 
behavior was the non-commercial net length (the difference between aggregate gross 
longs and gross shorts) and that strong correlation lasted through the Middle of 2007, 
until the credit crunch of August 2007. Please understand that this is a correlation; 
causality, on the other hand, is difficult to pin down and works in both directions. It is 
also important to note that the behavior of non-commercials can, at times, force the 
price to drop precipitously, as it did in January 2007. This downward move was 
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occurring in an environment in which fundamentals were actuaily putting upward 
pressure on prices as inventories slowly came down from their bloated status in the 
summer of 2006. 

To summarize, crude oil markets have gone through a transformative period since 
2003, with the flow of money and the behavior of the non-commercials providing the key 
explanation for oi! price behavior. That has been made possible by dramatic changes in 
the structure of the supply-demand fundamentals, which is the disappearance of spare 
capacity and the enormous rise in the marginal cost of supply (discussed above). This 
transformative period has added a lot of depth and liquidity to oil futures, which used to 
be small and largely illiquid markets that only few firms used prior to that. 

Interestingly enough, non-commercial trading has steadily increased its share of total 
open interest on Nymex, until 2006, when it started to level off. This leveling off 
correspond to the launch of the Intercontinental Exchange (ICE) which does not publish 
data on the activities of the different categories of investors. In effect, by allowing ICE 
to abide by less stringent disclosure requirements, a regulatory arbitrage was created, 
allowing financial players to keep trading strategies hidden from CFTC disclosure 
requirements. (See graph below). 


Mm Com and Opm bitoast 
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Oil as a Global Hedge 

Probably more troubling has been the doubling of oil prices in the last 8 months. Since 
August 2007, and thanks to the liquidity created in the future markets in the past three 
years, oil has become a hedging instrument against the weakening dollar and rising 
inflation. Let me explain how this cycle has been created: 

The credit crunch that emerged last summer in the US has had an indirect impact on oil 
prices. At an even more basic level, however, it has been the disequilibrium in the US 
economy and the concomitant trade, savings, and fiscal deficits that have driven oil 
prices. This is what I call the “macro fundamentals” of oil, in contrast to the “oil 
fundamentals,” which are our traditional supply and demand analysis. 

The linkage between oil and US dollar works the following way: 

• As the US Federal Reserve started to ease monetary policy in Sept. 2007 with a 
series of cuts in the short-term interest rates, dollar-denominated assets became 
less attractive to investors, prompting them to higher yielding assets, which 
weakened the dollar. 

• As the dollar declined, oil has emerged as a natural hedge to the dollar, and 
there is a very strong negative correlation between oil and dollar. Since this 
summer, the movement of oil prices and US dollar are strongly linked, with the 
weakness of the dollar driving the strength in oil prices. In the last 8 months or 
so the coefficient of correlation is close to 90% (see below). Before 2007, WTI 
price and the US dollar were not correlated. From 1999-2007, the coefficient of 
determination was only 44.1% between the USD/EUR exchange rate and WTI 
price. 

• Investors fleeing the lower-yielding dollar moved funds into oil futures, which 
were being viewed as a relatively higher-yielding financial instrument, buoyed by 
a surge of global capital flow. Additionally, oil futures bought and sold in dollars 
became more attractive to foreign investors as the dollar further weakened 
against such investors’ home currencies. These financial market dynamics 
resulted in a dramatic alignment between dollar and oil price movements. 
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As the Greenback weakens. WTI ascends 
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Moreover, as oil prices increased and inflation expectation started to increase, that 
further reinforced oil as a hedge against inflation. So since last summer, oil has taken 
the role that gold has traditionally played. And if you look at the correlation, gold and oil 
have moved in the same proportion against the dollar. (See graph below) 


Oil the New Gold 9H 


Indexed Gold and Oil Prices! — I 

' WTI I 
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Increasing Money Supply Adds a New Twist 

With credit markets still in the throes of the subprime mortgage meltdown, the Federal 
Reserve has been attempting to breathe new life into markets by expanding its 
traditional lending facilities available to financial institutions. 

The mechanism underlying the new available credit facilities have been implemented 
using government repurchase agreements, which “sterilize” the fed’s intervention and 
theoretically limits their impact on inflation and exchange rates. However, aggregate 
money supply has seen a sharp increase since monetary easing began last fail. The 
unintended consequence of increasing the money supply has lead to a further injection 
of liquidity in markets that are already flush with new capital flows, such as oil and gold. 

How Oil Has Become A New Asset Class? 

The key element of the financialization of oil markets, and their correlation (positive or 
negative) comes from the fact that oil now acts as another asset class for a wide variety 
of asset managers, pension funds, endowment and hedge funds. These investors are 
making broad asset allocations decisions, and investing in the commodity directly (as 
opposed to the more traditional oil and gas equity allocation) and their incentive stems 
from a number of factors: 

• If one believes in the broad Asian demand narrative, it is easier to invest in the 
commodity directly since it is difficult or impossible to invest in local companies 
that would benefit from this growing market. 

• If one believes in the supply narrative, investing in the commodity, especiaily in 
the long dated months makes a lot of sense. 

• If one is looking to hold real commodities that will increase in value in an 
inflationary world, oil probably makes sense. 

• If one is holding assets in dollars, and believes that the dollar will continue to 
decline, investing in a negatively correlated asset class makes perfect sense. 
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Thus, if you can invest in the commodity itself as investors have been doing in gold for 
years, the reasons to invest in oil as a commodity are plenty, and the ones listed above 
are very basic ones. Plenty more exists, depending on your strategy. The key point 
here is that once the door has been opened through the commodity indexes, and once 
you have removed the spare capacity threat that OPEC had, financial players have now 
another asset class to invest in, speculate or hedge. 

Moreover, now we have entered a world where portfolio allocation decisions include 
commodities, so sometime the sharp moves in oil prices have more to do with changes 
in asset allocations than pure oil fundamentals. As an example, if a consensus start to 
emerge in the financial world that US interest rates are set to fall, as it was the case late 
2007, a large number of portfolio managers are likely to change their allocations of 
funds and dedicate a larger proportion to commodities in general and oil in particular. 
Similarly, if you believe that the European Central Bank is likely to increase interest 
rates and strengthen the Euro vis-a-vis the Dollar, you will be inclined to increase your 
exposure to oil futures. 

To a large extend, it is these “macro fundamentals” that are now driving oil prices, and 
the instruments of choice to the financial community are the commodity Index funds. 
Moreover, it is clear that the lack of position limits for these index funds have created a 
useful backdoor allowing the financial community to invest more money in oil futures 
than the regulators intended originally. These index funds have become the primary 
tool for hedging, investing or speculating on commodities. They probably represent the 
single largest components on oil futures and their sizes have been calculated to be 
close to $280 billion. 

Now that oil has in effect become a new asset class, we should make sure to have the 
right regulatory framework, and make sure that we do not give incentives to invest in 
one asset class over the others, be it through regulatory loopholes or a lower 
transaction costs such as margin calls. 
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Most frustrating for oil analysts is the lack of transparent data to look at the exact size 
and flows of the different categories of players on the oil markets. The data released by 
the CFTC does not allow analysts like me to understand the broad movements by the 
financial players in the market. The categories used by the CFTC are too broad and are 
meaningless if you allow the index funds to be categorized as commercials and if you 
don’t break down these categories in smaller and better defined entities. I find it 
ironical that we constantly require more data transparency from the OPEC producers be 
it on their production or reserve data but we cannot manage to do the same in our own 
backyard on one of the most crucial if not the key determinant of oil price formation. 
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Mr. Stupak. Thank you. Mr. Masters please, for an opening 
statement. You’ll want to turn on that button there. Make sure the 
green light’s on there. There we go. 

STATEMENT OF MICHAEL W. MASTERS, MANAGING MEMBER 

AND PORTFOLIO MANAGER, MASTERS CAPITAL MANAGE- 
MENT, LLC 

Mr. Masters. Mr. Chairman and members of the Committee, 
thank you for the opportunity to testify today on the topic of energy 
speculation. Commodities futures markets exist solely for the ben- 
efit of bona fide physical hedgers, not for speculators. The futures 
markets provide physical hedgers with two vital functions, price 
discovery and risk hedging. In fact, producers and consumers in the 
energy markets priced nearly all spot market transactions at the 
futures price plus or minus the differential. 

As an example, the heating oil distributor buying from their local 
wholesaler pays the nine max futures price, minus a local differen- 
tial. That means that when the futures price rises by a dollar, then 
the spot price will also rise by a dollar. Price changes for energy 
commodities originate in the futures market and then are trans- 
mitted directly to the spot markets. So what happens in the futures 
markets does not stay in the futures markets. 

Index speculators, a group that I define in my written testimony, 
have driven up futures prices and damaged the price discovery 
function. Slide one. 

Index speculators have poured billions of dollars into the com- 
modity futures markets, speculating that commodity prices will in- 
crease. As the slide shows, assets allocated to commodity index 
trading strategies have risen from $13 billion at the end of 2003 
to $260 billion by the middle of March of 2008. 

Mr. Barton. Would the gentleman suspend? Mr. Chairman, 
could you have the big screen put down? 

Mr. Stupak. We were just talking about that. 

Mr. Barton. Because I can’t see that, plus the glare, it’s hard 
to see. 

Mr. Stupak. Kyle, could you we get the big screen down? 

Mr. Barton. Thank you, Mr. Chairman. 

Mr. Stupak. Hang on, Mr. Masters, so we can get it up there 
and 

We’ll get going here. It’s on page 5 of Mr. Master’s testimony, 
that same chart if you want to follow along. Mr. Masters, if you 
want to continue where you left off. Thank you. 

Mr. Masters. Sure. Thank you. 

As you can see from the chart, the prices of the 25 commodities 
that compose these indices have risen by an average of 183 percent. 
Index speculators have bought more commodities futures contracts 
in the last 5 years than any other group. If they had been the larg- 
est buyer of futures contracts, is it not reasonable that they would 
have had one of the largest impacts on futures prices? Importantly, 
physical hedgers are motivated by only one thing: risk reduction. 
Producers and consumers only trade futures in order to hedge their 
actual physical production and consumption. Their trades are al- 
ways based on actual supply and demand fundamentals that they 
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are experiencing in the real world. Their trading decisions 
strengthen the price of discovery function. 

In contrast, index speculators invest in a broad basket of com- 
modities and therefore do not express a view on any single com- 
modity. They do not trade based on underlying supply and demand 
fundamentals. Therefore, their trading decisions damage the price 
discovery function. In fact, if a pension fund decides to allocate 
$100 million to a commodity index, the $40 million that con- 
sequently flows into West Texas Intermediate crude oil has nothing 
to do with the real world supply or demand for crude oil. Every sin- 
gle WTI futures contract that is traded for any reason other than 
the supply and demand of physical crude oil is a contract that 
weakens the price discovery function. In 1998, physical hedgers 
outnumbered speculators by a 4:1 ratio. Today index speculators 
are the 800-pound gorilla that dominates the futures markets. To- 
gether with other speculators, they now outnumber physical hedg- 
ers by a 2:1 ratio. 

There are three steps that Congress can take to immediately re- 
duce excessive speculation and strengthen the price discovery func- 
tion. First, I recommend that Congress convene a panel composed 
exclusively of physical commodity producers and consumers for 
every commodity. This panel should set hard and fast speculative 
position limits at the control entity level. These limits must apply 
to every market participant whether they directly access the fu- 
tures markets or trade in the over-the-counter markets through 
swaps and other derivatives. 

Second, the panel should numerically define what exactly con- 
stitutes excessive speculation as a percentage of open interest. 
Third, Congress should eliminate the practice of investing through 
passive commodity index replication because of the damage that it 
does to the price discovery function. Another avenue might be 
found in the Commodity Exchange Act which states, when dis- 
cussing speculative position limits that “such limits upon positions 
in trading shall apply to positions held by and trading done by two 
or more persons acting pursuant to an expressed or implied agree- 
ment or understanding the same as if the positions were held by 
or the trading were done by a single person.” 

Since index speculators are all acting in express agreement by 
following the exact same index trading methodology, they should 
all be collectively subject to the speculative position limits of a sin- 
gle speculator. If this provision of the Commodity Exchange Act 
were enforced, then the amount of money allocated to index replica- 
tion strategies would have to drop from the current level of $260 
billion to a limit of a single speculator, approximately $4 billion. 

In closing it is important to realize that Wall Street is very good 
at inventing and promoting novel investment strategies. Unfortu- 
nately, they are not good at foreseeing the long-term consequences 
of the instruments that they create. The recent subprime debacle 
which has now grown into a worldwide financial crisis shows us 
where unbridled financial innovation can lead. 

This concludes my testimony. 

[The prepared statement of Mr. Masters follows:] 
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Mr. Chairman and Members of the Committee, thank you for the opportunity to testify today on 
the topic of “Energy Speculation.” I testified in front of the Senate Homeland Security and 
Governmental Affairs Committee on May 20th of this year on a substantially similar issue. ^ In 
that testimony I shared many observations and statistics related to the general phenomenon of 
Index Speculation in the commodities futures markets. Today I would like to build on that 
testimony and look specifically at the damage that Index Speculation does to the price discovery 
function in the agricultural and energy futures markets.^ 

When I use the term Index Speculator, I am referring to Institutional Investors such as Corporate 
and Government Pension Funds, Sovereign Wealth Funds, University Endowments and others 
who allocate capital to the 25 key commodities that compose the Standard & Poors - Goldman 
Sachs Commodity Index (S&P-GSCI)^ and/or the Dow Jones -AIG Commodity Index (DJ- 
AIG).4 

In the last five years, Institutional Investors have adopted the mistaken belief that commodities 
futures are an investable asset class, similar to capital market investments. They have failed to 
grasp the essential differences between the commodities futures markets and the capital markets, 
and do not appear to understand that investing in inventories is vastly different from investing in 
the means of production.^ 


‘ http://hsgac.seiiate.gQv/piiblic/ files/052QQ8Masters.pdf 

2 It is instructive to talk about agricultural commodities in conjunction with energy commodities because we observe 
the same phenomenon of Index Speculator investment in both sectors. Understanding one helps one to understand 
the other. 


^ ht^://www2.standardandpoors.com/portal/site/sp/en/us/page.topic/indices_gsci/2,3,4,0,0,0,0,0,0,l,l,0,0,0,0,0.html 


^ “Put simply, a capital asset is part of a system that has some consistent, expected output that exceeds the owners’ 
consumption needs. It is a component of the means of production. The designation is dependent on the use of the 
asset, not on ite type. My automobile is a consumption good, inappropriate as a store of value for me. The fleet of 
automobiles owned by a car rental company is a capital asset, designed to produce a constant return over the useful 
life. Beer is a consumption good for most of us, a capital asset when stored in a brewery or a bar. Capital assets 
should contribute to a constant, positive return dirou^ their part in the output of a business. Money Greeted toward 
these assets by shareholders, lenders, sole proprietors and any other participants can be said to be invested. Capital 
assets can become speculative media rather than investment outlets when they are held in a form in which the only 
expected return would come from a change in price rather than the generation of an output. Speculative assets 
promise no output beyond a prospective change in paice. . . . Central to the question is whether or not commodity 
indices, meant to track the price changes in a fairly broad but largely energy related list of commodities are an 
investment medium that might reasonably constitute an asset class in the manner of common stocks, rental 
properties, bonds, private businesses or any groups of capital assets from which the owners can expect some positive 
business output over time. The clear answer is ‘no.’” excerpted from pre-publication copy of “The Commodity 
Question,” Michael Aronstein, Marketfield Asset Management, New York, NY. 
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Commodities futures markets exist solely for the benefit of bona fide physical hedgers^ the 
producers and consumers of actual physical commodities.® These markets do not exist for the 
purpose of speculation.”^ The commodities futures markets provide bona fide physical hedgers 
with two vital functions: one, a means for price discovery, and two, a means to offset price risk.* 

Congress clearly understood and appreciated the value of these two vital functions back in 1936 
when it passed the Commodity Exchange Act.® The Commodity Exchange Act was designed to 
protect these functions by establishing speculative position limits, thereby preventing what it 
terms “excessive speculation.”^® While the Commodity Exchange Act does not define this term, 
it is clear that Congress recognized that unlimited speculation posed a threat to the commodities 
futures markets and their two vital functions.^* 


® “The fundamental purpose of the measure is to insure fair practice and honest dealing on the commodity exchanges 
and to provide a measure of control over those forms of speculative activity which too often demoralize ^e markets 
to the injury of producers and consumers and the exchanges themselves.” Report No. 421, U.S. House of 
Representatives 74th Congress, Accompanying the Commodity Exchange Act, March 18, 1935. 

Some limited speculation in the commodities futures markets provides beneficial liquidity to the primary 
constituency (bona fide physical hedgers). 

® "An Important Mission in the Ever-Changing World of Finance," About The CFTC, http://www.cftc.gov/ 
aboutthecftc/index.htm 


^ United States Code Title 7, Chapter 1, Section 
dbname=browse_usc&docid=Cite:+7USC5 


The commodities futures markets are completely free markets for bona fide physical hedgers - they face no 
restrictions. 


' ^ “It should be our national policy to restrict, as far as possible, the use of these exchanges for purely speculative 

operations.” President Franklin D. Roosevelt message to Congress February 9, 1934 

“The bill authorizes the Commission . . .to fix limitations upon purely speculative trades and commitments. 

Hedging transactions are expressly exempted. That this power of the Commission will be exercised judiciously and 
for the purposes merely of preventing overspeculation and a type of ‘racketeering’ by a few large professional 
traders, may be assumed as a matter of course.” Report No. 421, U.S. House of Representatives 74th Congress, 
Accompanying the Commodity Exchange Act, March 18, 1935. Also see previous footnote 6. 
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HOW THE PRICE DISCOVERY FUNCTION WORKS IN THE 
AGRICULTURAL AND ENERGY MARKETS 

Because commodities are bulky and costly to transport, spot markets for commodities are 
geographically dispersed. Many decades ago, local markets relied almost exclusively on local 
supply and demand to determine prices, with the result being that there were sometimes great 
differences between prices in various regional spot markets. 

This began to change in the 1980s, when spot market participants in the agricultural and energy 
markets moved to embrace centralized futures markets as the best indicator of overall supply and 
demand conditions across all spot markets.*^ Because of the benefits of price discovery and risk 
hedging that the futures markets provide to physical commodity producers and consumers, today 
those participants have agreed to priee nearly all spot market transactions at the futures price plus 
or minus a “local basis” or “differential.”’^ 

The CFTC describes it this way: “In many physical commodities (especially agricultural 
commodities), cash market participants base spot and forward prices on the futures prices that 
are “discovered” in the competitive, open auction market of a futures exchange.”’"* Platts, which 
is the leading pricing service for the energy industry, describes it this way: “In the spot market, 
therefore, negotiations for physical oils will typically use NYMEX as a reference point, with 
bids/offers and deals expressed as a differential to the futures price. Using these differentials, 
Platts makes daily and in some cases intra-day assessments of the price for various physical 
grades of crude oil, which may be referenced in other spot, term or derivatives deals.”’^ 

As an example, a wheat fanner delivering his crops to the local grain elevator is going to be paid 
the CBOT futures price plus or minus the local basis spread. A New England Heating Oil 
distributor buying heating oil from the local wholesaler is going to be paying the NYMEX 
futures price plus or minus a local differential. That means that when the futures price rises by 
$1, if the local basis/differential does not change, then the spot price will also rise by $1, 


“The Structure of Global Oil Markets — A Backgrounder,” Platts, A Division of McGraw Hill Companies, July 
2007, page 5. hltp://www.Dlatts.coni/Resources/whiteDapers/indcx.xml . Additionally Conversation with Tom Buis, 
President of National Farmers Union, June 10, 2008 

i:* Not all spot commodities are priced this way. This method is used mostly in agriculture for wheat, com and 
soybeans, and in energy for WTI crude oil, heating oil, gasoline and natural gas. The basis (in agricultural markets), 
or differential (in energy markets), is an adjustment to the futures price based on local supply and demand 
conditions. 

“The Economic Purpose of Futures Markets and How They Work - Price Discovery or Price Basing,” 
Commodities Futures Trading Commission Website, http://www.cftc.gov/educationcenter/economicpurpose.html 

“Platts Oil Pricing and Market-on-Close Methodology Explained - A Backgrounder,” Platts, A Division of 
McGraw Hill Companies, July 2007, page 3. http://www.platts.coin/Resources/whitepapers/index.xml 
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typically the same day.^^ 

In the present system, price changes for key agricultural and energy commodities originate in 
the futures markets and then are transmitted directly to the spot markets. For these 
commodities, what happens in the futures markets does not stay in the futures markets, but is felt 
almost immediately in the spot markets. 

Physical commodity producers and consumers trust and rely upon the price discovery function of 
the commodities futures markets to accurately reflect the overall level of supply and demand, 
pricing their spot market transactions directly off the applicable futures price.^"^ For many years, 
spot market traders have trusted the veracity of futures prices, focusing instead almost 
exclusively on the local basis / differential in their respective markets.’® 

Unfortunately, this has changed in the last few years. This trust has been betrayed, and many 
physical commodity market participants are now losing faith in the futures price as a benchmark 
for their transactions.’^ 


Any classic finance textbook would tell you that futures prices are a derivative of spot prices but we can see here 
that in fact the opposite is true. Capital markets participants are taught that (1) spot prices are exclusively a function 
of supply and demand in the spot market (2) futures prices are equal to spot prices plus the cost of carry minus the 
convenience yield (3) futures prices can only impact spot prices if they impact the supply or demand for that 
commodity in the spot markets and (4) futures prices must converge to spot prices at expiration. The only one of 
these statements that is true for these particular commodities futures is that fotures and spot prices must converge. 
But that is only half true, because spot prices can rise to meet futures prices; futures prices do not always have to 
fall. This whole issue highlights the fundamental lack of understanding that capital markets investors have when it 
comes to the commodities futures markets. 

” Other non-exchange traded commodities also price off futures contracts that they closely resemble or with which 
they have an economic relationship. “Many non-traded commodities price according to the nearest exchange-traded 
benchmarks - for example, coal to oil, fertilisers to com and soya - and therefore tend to move in the same 
direction.” GaveKal Research Report, May 27, 2008. This comment was issued in response to people claiming that 
Index Speculators cannot be driving futures prices because non-exchange traded commodities have risen in price. 
http://ftalphaville.ft.eom/blQg/2008/QS/27/13338/commodtties-spiral-are-specuIators-to-blame/ also see http:// 
gavekal.com/forum3/defaulLaspx?f=2&m=2848 

^ ® I have had numerous conversations with spot market traders of physical crude and crude products as well as 
participants in the grains markets. I would encourage Congress to reach out to participants in these spot markets in 
order to understand how the pricing mechanisms work. 1 can simply an extensive list of contacts to assist in this 
effort if needed. 

’ ® One needs look no further for a sampling of physical commodity producers and consumers questioning the price 
discovery process than the Agricultural Forum that the CFTC hosted on April 22, 2008 - http://www.cftc.gov/ 
newsroom/cflcevents/2008/oeaevent042208.html 
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INDEX SPECULATORS HAVE DRIVEN FUTURES AND SPOT PRICES 
HIGHER 


Index Speculators have poured 
billions of dollars into the 
commodities futures markets, 
speculating that commodity prices 
will increase. Chart One shows 
assets allocated to commodity index 
trading strategies have risen from 
$13 billion at the end of 2003 to 
$260 billion as of March 2008,^'' 
and the prices of the 25 
commodities that compose these 
indices have risen by an average of 
183% in those five years!^' 


I CHART ONE I 

COMMODITY INDEX INVESTMENT COMPARED 
TO S&P GSCI SPOT PRICE COMMODITY INDEX 



It is important to remember there is only one thing that causes prices to rise in futures markets: 
buy orders. When a trader sends a buy order to the exchange floor or presses the “buy” key on 
their trading terminal, if he or she is attempting to buy more contracts than are currently offered 
for sale at the market price, then the market price will rise.^ As a hypothetical example, if there 
are 50 WTI Crude Oil contracts offered for sale at $135.10 and another 50 WTI Crude Oil 
contracts offered for sale at $135.15 then a buy order of 100 contracts will result in the price 
moving up from $135.10 to $135.15. 


Please note that who initiates a buy order and why they initiate it are irrelevant when it comes to 
explaining an order’s impact on market prices. Almost all trading is anonymous and a trader’s 
underlying motivation is generally not known to his fellow traders. A 100 contract buy order 
from a bona fide physical hedger locking in input costs will have the exact same price impact as 
a 100 contract buy order from an Institutional Investor trying to allocate into commodity futures. 
100 contracts is 100 contracts and demand is demand, regardless of who is initiating the buy 


“Investing and Trading in the GSCI,” Goldman, Sachs & Co., June 1, 2005 and calculations based upon the CFTC 
Commitments of Traders Report, CIT Supplement, see the Appendix of my May 20th testimony for more 
information on how to calculate Index Speculators’ positions: http://hsgac.senate.gov/public/_files/ 
052008Masters.pdf 

Footnote 6 from my May 20th Testimony has a table showing the individual performance of all 25 commodities in 
the indices: http://hsgac.senate.gov/public/_files/052008Masters.pdf 

Some commentators have observed that for every buyer there is a seller, implying somehow that prices will not 
move because one cancels out the other. If that were the case, then prices would never move. As it stands, every 
transaction ever recorded in history necessarily included both a buyer and a seller. In January of 2000 the price of 
Yahoo common stock traded above $120 per share. In October of 2001 the price of Yahoo common stock traded 
below $10 per share. In every one of these transactions there was a buyer and a seller. 
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orders and why they are initiating them4^ 

Table One shows that Index Speculators have bought more commodities futures contracts in the 
last five years than any other group of market participants.^'* If Index Speculators have been the 
largest buyer of futures contracts, is it not reasonable to assume that they have had the largest 
impact on futures prices? 


TABLE 

ONE^* 

2003 LONG OPEN INTEREST 

2008 LONG OPEN INTEREST 

PURCHASES LAST 5 YEARS | 

PHYSICAL 

HEDGER 

TRADtnONAL 

SPECULATOR 

INDEX 

SPECULATOR 

PHYSICAL 

HEDGER 

TRAbmONAL 

SPECULATOR 

Index 

SPECULATOR 

PHYSICAL 

HEDGER 

TRADITIONAL 

SPECULATOR 

INDEX 

SPECULATOR 

COCOA 

7i,300 

5,673 


50,243 

72,866 



67,193 


COFFEE 

38,378 

12,197 

5,671 

41,159 

56,866 



44,669 


CORN 

227,612 

54,123 

51,139 







COTTON 

52,529 

23,633 

9,518 


77,132 


39,291 

53,499 

105,286 

SOYBEAN OIL 

76,717 

33,449 

3,272 


48,619 

72,287 

27,348 

15,169 

69,015 

SOYBEANS 

98,696 

58,567 

13,733 

141,375 

132,849 

194,391 

42,679 



SUGAR 







263,817 



WHEAT 

24,846 

25,698 

IIQQ 

58,484 

66,958 

218,191 

33,639 


184,231 

WHEAT KC 

32,759 

4,955 




30,299 

iiimg 

26,246 

19,773 


3,864 

5,238 

2,641 

5,117 


9,279 




LEAN HOGS 

5,316 

7,377 

15,517 

29,366 

33,374 


IIIIIQ23S 

25,997 

89,71! 

LIVE CATTLE 

19,820' 



27,898 

51,798 

135,451 

8,078 

10,934 

115,429 

WTI CRUDE OIL 


56,629 


1,161,063 


606,176 


146,651 

497,577 

HEATING OIL 




65.851 

27,972 


-3,512 


56,791 

GASOLINE 


20,698 


83,826 






NATURAL GAS 

397,488 

21,734 

29,774 

480.964 

IIIQg 

214,641 




TOTAL 




3,241,915 

1,418,805 

2,807,813 

1,550,337 

1,002,764 

2,403,029| 


Figures derived from data from Goldman Sachs. Dow Jones, Bloomberg, CFTC CoinmilmeDts of Traders report and the CFTC CIT Supplement. 
Non'Directional Spreads and Non-Report (Unclassified) Positions are not shOM-n. Traditional Speculators accessing the futures market ^ough 
the “swaps loophole" are still classified as Physical Hedgers because the CFTC does not distinguish. 


Comments by regulators that speculators do not move prices, are price-takers not price-makers, et cetera, are 
patently absurd. If speculators cannot move prices, why do we have any speculative position limits? Why do we 
have a regulator? It begs the question why a regulator would be determined to convince the public that the group 
they are supposed to regulate poses no threat to the marketplace. 

The figures in Tables One, Two and Three do NOT include single commodity swaps that speculators use to access 
the futures markets through the “swaps” loophole. We have seen unofficial figures that lead us to believe that a 
large fraction of commercial open interest in the NYMEX WTI crude oil contract actually represents speculative 
swap positions. Although NYMEX has these exact numbers, fliey have presently not released them to the public. 
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Below is a small sample of what Wall Street analysts have had to say about Institutional 
Investors driving up commodities futures prices: 

“A Tidal Wave of Fund Flow - Despite the economic gloom many commodity prices 
hit new highs in recent weeks, driven largely by investment inflows.”-^-* 

Citigmup - April 7, 2008 

“Without question increased fund flow into commodities has boosted prices.”^'* 

Goldman Sachs^^ - May 5, 2008 

“We have argued recently that some of the price buoyancy during Q1 reflected 
financial flows and investments in oil and other commodities. , . . Our study 
indicated that for every $100 million in new inflows, WTI prices increase by 
1 .6%. . . . Our conclusion for this study is that we are seeing the classic ingredients 
of an asset bubble.”^* 

Lehman Brothers - May 29, 2008 

"The entry of new financial or speculative investors into global commodities 
markets is fueling the dramatic run-up in prices”^’ 

Greenwich Associates - May 2008 

It is clear to Wall Street from their vantage point that Institutional Investors pouring billions of 
dollars into the commodities futures markets have greatly influenced prices. The reality is that 
the effect of Index Speculators has been so great that they have actually altered the price 
discovery dynamics in today’s futures markets. 


“ “Great Bulks of Fire IV,” Citi Commodities Strategy, Alan Heap and Alex Tonks, April 7, 2008, page 1. 

$100 oil reality, part 2: Has the super-spike end game begun?,” Goldman Sachs Global Investment Research, 
Arjun N. Murthi, Brian Singer, et al. May 5, 2008. page 12. 

Goldman Sachs, together with Morgan Stanley, are the two largest purveyors of commodity index swaps followed 
by J.P. Morgan and Barclays. Source: ‘The Global Commodities Boom,” Greenwich Associates, Andrew Awad, 
Woody Canaday, et al. May 2008, page 1. 

-* “Oil Dot-com,” Lehman Brothers Energy Special Report, Edward Morse. Michael Waldron, et al., May 29, 2008, 
page 3. 

“Financial Investors Fueling Commodities Boom,” Greenwich Associates, Andrew Awad, Woody Canaday, et al. 
May 2008, page 1. 
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INDEX SPECULATORS DAMAGE THE PRICE DISCOVERY FUNCTION OF 
THE COMMODITIES FUTURES MARKETS 

Bona fide physical hedgers are motivated by one thing - risk reduction. Physical commodity 
producers only trade in order to hedge their actual physical production. Physical commodity 
consumers only trade in order to hedge their actual physical consumption. For this reason, their 
trades are always based on the actual supply and demand fundamentals that directly affect them 
in the underlying physical markets. Their trading decisions strengthen the price discovery 
function of the commodities futures markets. 

In contrast, Index Speculators invest in a broad basket of commodities and therefore do not 
express a view on any single commodity. Their reasons for entering into their positions vary 
widely. Perhaps their investment committee recently voted to allocate millions of dollars to 
commodities. Or if they manage a commodity index mutual fund or ETF they might have 
received cash inflows from investors. Perhaps they are seeking to hedge against inflation or to 
make a bet against the U.S. dollar.^" What is clear is that the vast majority of Index Speculators 
do not trade based on the underlying supply and demand fundamentals of the individual physical 
commodities. Therefore, their trading decisions damage the price discovery function of the 
commodities futures markets. 

If a pension fund decides to allocate $ 1 00 million to a commodities futures strategy that 
replicates the S&P GSCI, the $40 million that consequently flows into WTI Crude Oil has 
nothing to do with the actual supply or demand for crude oil in the real world. Every single WTI 
futures contract that is traded for any reason other than the supply and demand of physical crude 
oil is a contract that weakens the price discovery function of the markets. 

In crude oil. Index Speculator demand for paper barrels^' has little or nothing to do with the 
demand for physical barrels. Yet under the current pricing system, the paper barrel price sets the 
real world price for physical barrels. 


Some Wall Street commentators would argue that the level of the U.S. Dollar vis a vis other currencies is a 
fundamental factor in supply and demand. However, any effect the dollar has on supply and demand will show up 
in actual supply and demand figures and will be reflected in the hedging activities of physical commodity producers 
and consumers. Investors’ myopic preoccupation with commodity prices relative to currency levels stems from their 
macroeconomic views rather than from any firsthand experience observing actual changes in real world supply and 
demand due to these factors. 

It is critical to note that Index Speculators never actually take possession of physical commodities, and they do not 
have to in order to drive up prices. They impact the price at the time that they buy their initial futures contracts. 

Then when their contracts approach the delivery month, they simply exchange their existing contracts for other 
contracts with expiration dates that are further in the future. Because futures are a zero sum game, there is someone 
on the other side of the Index Speculators position that generally is just as motivated to close out their position. 

Since well over 90% of all positions get closed out, the futures exchanges are set up to facilitate what is called 
“rolling,” which involves a specific kind of trade called a “spread trade.” As part of their roll trade, Index 
Speculators close out one futures contract which simply “extinguishes,” and then open another new contract with a 
later delivery month. Because they always defer delivery. Index Speculators never take possession of physical 
inventories. 
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Contrary to what some on Wall Street would have you believe, it is physical commodity 
producers and consumers who make commodities futures markets “efficient. The 
commodities futures demand of Index Speculators for “investment” reasons has little or nothing 
to do with the supply and demand of the actual commodities and grossly distorts the price 
discovery function. Institutional Investor participation actually makes the commodities futures 
markets less “efficient” from a pricing standpoint. 

By virtue of their investment strategy. Index Speculators collectively do great damage to the 
price discovery function of the commodities futures markets* 


The Efficient Markets Hypothesis (EMH) is a coital markets theory that underlies the key rationale for passive 
indexing. It says that all publicly available information concerning a company’s future cash flows is already 
reflected in a company’s stock price so you cannot consistently make money by analyzing publicly available 
information. It incorporates the Capital Asset Pricing Model (CAPM) which says that all securities can be valued as 
the net present value of future cash flows. A big part of CAPM is determining the appropriate discount rate utilizing 
the Beta of the security with the market. EMH and CAPM both tie into Modem Portfolio Theory that talks about 
the ideal composition of portfolios. Given that commodities have no future cash flows and a beta of 1 with 
themselves (oil is part of the oil market) it looks rather foolish to try to apply capital markets concepts to the 
commodities futures markets. 
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INDEX SPECULATORS’ PRESENCE BREEDS EXCESSIVE SPECULATION 
AND RADICALLY RESHAPES MARKET DYNAMICS 

Traditional Speculators^^, unlike Index Speculators, are not committed to any particular trading 
strategy. Their motivation is simply to profit from the direction of prices, whether that is up or 
down. 

Table Two shows that in 1998, average long positions in the eommodities futures markets were 
comprised of about 79% bona fide physical hedgers, 14% Traditional Speculators and 7% Index 
Speculators. Because speculators at the time were outnumbered 4 to 1 by physical hedgers, the 
speculators knew that futures prices would move based on what physical hedgers did. Because 
physical hedgers based their trading decisions strictly on supply and demand fundamentals. 
Traditional Speculators did the same. For this reason, commodities futures markets effectively 
reflected the supply and demand realities in the underlying physical commodity market and were 
very efficient at price discovery.^'* 


TABLE TWO 

Commodities Futures Markets 


Percentage Of Open Interest“ 


1998 

LONG / DEMAND SIDE 

Physical 

Hedger 

Tradidonal 

Speculator 

lodex 

Speculator 

COCOA 

89% 

9% 


COFFEE 

81% 

18% 


CORN 

87% 

9% 


COTTON 

84% 

14% 


SOYBEAN OIL 

73% 

27% 


SOYBEANS 

87% 

11% 


SUGAR 

87% 

9% 


WHEAT 

68% 

2!% 


WHEAT KC 


5% 


FEED CATTLE 


37% 


LEAN HOGS 

57% 

28% 


LIVE CATTLE 


24% 


WTI CRUDE OIL 

84% 

4% 


HEATING OIL 

88% 

2% 


GASOLINE 


4% 




3% 


AVERAGE 



mm 


Source: CFTC Commitments of Traders reports, and 
estimates derived from CFTC CIT Supplement. 


TABLE THREE 
Commodities Futures Markets 
Percentage Of Open Interest^ 


2008 

LONG / DEMAND SIDE 

Physical 

Hedger 

Tradidonal 

Speculator 

Index 

Speculator 

COCOA 

33% 

48% 

19% 

COFFEE 

26% 

35% 

39% 

CORN 

41% 

24% 

35% 

COTTON 

32% 

27% 

41% 

SOYBEAN OIL 

46% 

22% 

32% 

SOYBEANS 


28% 

42% 

SUGAR 

38% 

19% 

43% 

WHEAT 

17% 

20% 

64% 

WHEAT KC 

37% 

32% 

31% 

FEED CATTLE 

17% 

53% 


LEAN HOGS 

18% 

Mi 

63% 

LIVE CATTLE 

13% 


63% 

WTI CRUDE OIL 

59% 

mm 

31% 

HEATING OIL 

. 37% 

HI 

47% 

GASOLINE 

41% 

Mi 

39% 

NATURAL GAS 

62% 

Mi 

28% 

AVERAGE 


mtm 

■mai 


Source: CFTC Commitments of Traders reports, and 
estimates derived from CFTC CIT Supplement 


A Traditional Speculator follows an active trading strategy of buying and selling. They have always been present 
in the commodities futures markets and do not have the detrimental characteristics of Index Speculators that I 
outlined in my May 20th Testimony http://hsgac.senatc.pov/public/ flles./052QQ8Masters.pdf 

At this time, liquidity in the futures markets was more than sufficient;market participants were not complaining 
about a lack of liquidity. The people who most want to increase speculative volume in the name of increased 
liquidity are the same people who get paid on a per contract basis, namely the exchanges. 
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Ten years later, the markets look dramatically different. Today, on the long side of the market, 
the dominant position of bona fide physical hedgers has been usurped by Index Speculators. 
Table Three shows that Index Speculators now average 40% of the long open interest, followed 
by bona fide physical hedgers at 34% and Traditional Speculators at 26%. This means that 
speculators today outnumber bona fide physical hedgers by a 2 to 1 ratio! 

Index Speculators have been consistently buying billions of dollars worth of futures contracts at 
an increasing rate over the last 5 years. This accelerating buying pressure has contributed to an 
upward price trend for commodities futures. The strong price performance of commodities has, 
in turn, attracted an increasing number of additional speculators, including active participants 
like Hedge Funds. The influx of these additional speculators into the commodities futures 
markets further amplifies price increases. The resulting speculative feedback loop contributes to 
increased volatility and accelerating price moves. 

The charts below show this phenomenal increase in speculation in recent years as more and more 
speculators have entered the commodities futures markets. 
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Traditional Speculators that were active in the markets prior to the rise of the Index Speculators 
have had to adapt their trading strategies to this new dynamic. Those Traditional Speculators 
that continued to trade purely on supply and demand fundamentals have not survived. Those 
Traditional Speculators that did adapt and thrive under this new dynamic have adopted trading 
strategies that take into account the behavior of these new entrants into the commodities futures 
markets. 

Because the commodities futures markets are now dominated by speculators, of which the Index 
Speculator is the most influential type, prices in these markets move for reasons that increasingly 
have little to do with specific commodity supply and demand fundamentals. Today the level of 
the U.S. dollar, the allocation decisions of Pension Funds or the amount of investor inflows into 
commodity index ETFs, ETNs and mutual funds can have a much bigger impact on commodity 
futures prices than the fundamental conditions in the underlying physical markets. All of the 
discussion today about WTI crude oil being a hedge against a weakening U.S. dollar is prima 
facie evidence that capital markets investors now dominate the WTI crude oil markets. Bona 
fide physical hedgers as a group have increasingly lost their ability to influence prices through 
their hedging decisions. 

Because of this disassociation between futures prices and the supply and demand realities in the 
physical markets, the futures markets are no longer able to serve the only constituency they were 
ever intended to serve: bona fide physical hedgers. Many bona fide physical hedgers, now 
greatly outnumbered and having to transact in a market that is mainly driven by the activities of 
large institutional speculators, are questioning the value of the futures markets for hedging 
purposes. If this trend continues, we can expect to see many physical commodity producers and 
consumers abandon the futures markets entirely as a vehicle for hedging purposes and price 
discovery. At that point, the futures markets’ destruction from excessive speculation will be 
complete. 
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RESTORING THE PRICE DISCOVERY FUNCTION OF THE COMMODITIES 
FUTURES MARKETS 

The time for studies is well past. Studies should be attempted prior to the adoption of new 
financial techniques, like the FDA does with new medicines, not after approval has 
been granted. “First do no harm. . the beginning of the Hippocratic Oath, is a concept 
that financial market regulators should take to heart. 

The commodities futures markets today are clearly experiencing the detrimental effects of 
excessive speculation. Now, let me outline for you the steps needed to protect and strengthen the 
critical price discovery function of our commodities futures markets. 


STEP ONE: ESTABLISH LIMITS THAT APPLY TO EVERY MARKET PARTICIPANT 

As a first step, I recommend that Congress convene a panel composed exclusively of physical 
conunodity producers and consumers for every commodity. This panel will set reasonable 
speculative position limits in the spot month as well as in all other individual months, and as an 
aggregate across all months. For commodities where real limits have been replaced by 
“accountability” limits, real limits must be re-established. 

The commodities futures markets exist solely for the benefit of bona fide physical hedgers, so 
they are best qualified to set the limits. These physical market participants understand the 
benefits of liquidity and will do nothing to jeopardize their ability to hedge. The key here is that 
reasonable speculative limits allow the commodities futures markets to function properly. 

As part of this first step, speculative position limits must apply to every market participant 
(exempting bona fide physical hedgers) whether they access the futures markets directly or trade 
in the over-the-counter markets through swaps and other derivatives. This means effectively 
closing the swaps loophole and ensuring that position limits “look through” the swap transaction 
to the ultimate counterparty. It is essential that swaps dealers report all their positions to the 
CFTC so that positions can be aggregated at the control entity level for purposes of applying 
position limits. 

One potential avenue for ensuring that speculative limits apply in the over the counter markets 
would be to require that all OTC transactions clear through the appropriate futures exchange. 
This would have the added benefit of strengthening the current system and making it more 
transparent. 


In 1998, the CFTC codified an exemption for commodities that trade in “high volume and liquid markets” that 
allowed exchanges to replace speculative position limits with “position accountability limits” which do not actually 
limit the size of positions. Speculative position limits were still required in the spot month. So effectively this 
means there are no hard and fast limits for NYMEX WTI crude oil futures except in the spot month, httn'// 
www.cftc.gov/foia/fedreg98/foi980717a.htm 
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Additionally, it is imperative that measures be taken to ensure that speculative position limits 
apply to the proprietary trading desks of Wall Street Banks. Also, if a financial institution owns a 
physical commodity business, then they can only take exempt positions commensurate with the 
size of their actual physical business. Beyond that, they must be subject to the speculative 
position limits. 


STEP TWO: PLACE AN OVERALL LIMIT ON EXCESSIVE SPECULATION FOR EACH 
COMMODITY 

As a second step. Congress should instruct the panel of physical commodity producers and 
consumers to determine, based on a percentage of open interest, what constitutes “excessive 
speculation.” As an example, physical crude oil producers and consumers may decide that the 
crude oil futures markets should never be more than 35% speculative (not including spreads) on 
a percentage of open interest basis. These are their markets, so they should be empowered to 
define numerically what constitutes excessive speculation. 

Next, the CFTC should be instructed to establish “circuit breakers” (a concept familiar to equity 
market participants) that adjust individual speculative position limits downward in order to 
prevent any commodity futures markets from reaching the overall limit established by the panel. 
These adjustments to individual limits should happen in a gradual fashion and be based on data 
that is averaged over time in order to minimize the impact on the markets. A speculator whose 
existing position exceeds the newly established limit by virtue of the downward adjustment in 
limits would not be required to sell; they would simply be unable to add to their position. 

Building on our earlier crude oil example, the CFTC could publish a sliding scale from 25% to 
35% of speculative open interest that pares back the individual position limits from 100% to 20% 
of their normal size. So if the established aggregate speculative position limit was normally 
20,000 contracts at an overall speculative percentage of 25% or less, then if overall speculation 
reaches 30% perhaps the individual position limit would adjust downward to 12,000 contracts.^® 


STEP THREE: PROHIBIT COMMODITY INDEX REPLICATION STRATEGIES 

The third step is to eliminate the practice of investing through passive commodity index 
replication. Index Speculators have no sensitivity to supply and demand in the individual 
commodities because of the nature of passive indexing. The practice should be prohibited 


If position limits range between 20,000 contracts (100%) and 4,000 contracts (20%) based on an overall 
speculative percentage of 25% to 35% then at 30%, the midpoint of the range, speculative position limits would 
equal 12,000 contracts which is halfway between 20,000 and 4,000. These figures are used purely for illustrative 
purposes and do not reflect levels that we recommend. 
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because of the damage that it does to the price discovery function. Congress should use any and 
all available means to do so. One potential avenue might be ERISA.^^ 

Another avenue might be found in the Commodities Exchange Act which states, when discussing 
speculative position limits, that “such limits upon positions and trading shall apply to positions 
held by, and trading done by, two or more persons acting pursuant to an expressed or implied 
agreement or understanding, the same as if the positions were held by, or the trading were done 
by, a single person.”^® Since, Index Speculators are all acting in express agreement by following 
the exact same index trading methodology, they should all be collectively subject to the 
speculative position limits of a single speculator. If this provision of the CEA were enforced, 
then the amount of money allocated to index replication would have to drop from the current 
level of $260 billion to the limits of a single speculator, approximately $4 billion 


STEP FOUR: INVESTIGATE PHYSICAL HOARDING OF COMMODITIES BY 
INVESTORS 

Congress should actively investigate the practice of investors buying physical commodity 
inventories. It has come to my attention that some Wall Street Banks are offering commodity 
swaps based on actual physical commodities.®’ This is a distressing development because it 
means that investors are directly competing with American corporations for natural resources and 
thereby competing with American consumers. 


Pension fund trustees under the Prudent Man Rule have a fiduciary duty to avoid purely speculative 
“investments” (such as futures contracts). Under the Prudent Investor Rule, no class of “investments” is excluded if 
it makes sense from a portfolio perspective, but speculating is still not sanctioned by the mle. 

U.S. Code, Title 7, Chapter I, Section 6a, http://frwebgate.access.gpo.gov/cgi-bin/getdoc.cgi? 
dbname=browse_usc&docid=Cite:+7USC6a 

3’ “CS Commodities: Group Update And Key Commodity Themes For 2008,” Credit Suisse International, Alex 
Toone (Head of Sales) see also "Trade Idea: Fixed Rate Swap On Iron Ore,” Credit Suisse International, May 23 
2008 
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DO NOT BE SWAYED BY EMPTY THREATS OF OFFSHORE MIGRATION 

Before I conclude, let me say that many of the people who are profiting from the practices 
outlined in my testimony will try to scare you into believing that futures trading in U.S. 
commodities will simply move offshore. This is an empty threat. 

First of all, any futures contract that calls for physical delivery inside the United States is 
automatically subject to CFTC regulation.^® Any futures contract that cash settles against a U.S. 
contract with physical delivery provisions is also automatically subject to CFTC regulation 
unless specifically exempted."" If not exempted, then no person inside the United States may 
lawfully trade that contract.''^ So for instance, 60% of the volume of the cash-settled WTI crude 
oil contract on the Intercontinental Exchange (ICE) is traded by U.S. entities."*^ If the CFTC had 
not exempted the ICE from regulation then those U.S. entities would not be able to trade that 
contract and it would have been very difficult for the contract to get off the ground. 

In order for any futures contract to be successful it must reach a “critical mass” of volume."'"' 
Market participants always prefer the contract that has the most liquidity. The United States is 
the largest consumer of energy in the world and the largest producer of food in the world. Every 
U.S.-based physical commodity producer and consumer will favor a futmes contract with 
physical delivery provisions inside the United States. This will be the contract that they choose 
as their benchmark for spot market transactions, which will only encourage non-U.S. physical 
market participants to choose this contract as well. This ensures the critical mass of liquidity 
necessary for the futures contract to flourish. 

The implementation of the solutions outlined in this testimony will greatly increase the 
confidence of market participants around the world that our futures contracts’ prices are an 
accurate reflection of true supply and demand fundamentals. This will lead to greater 
participation and therefore further volume. 

Re-establishing speculative position limits will significantly reduce the speculative volume on 
commodities futures exchanges. But, the majority of speculators likely will remain well within 
the speculative position limits and will not be affected. Therefore they will have no incentive to 
shift their trading to non-regulated exchanges. 


Section 4.05[2] “Derivatives Regulation,” Philip McBride Johnson and Thomas Lee Hazen, Aspen Press, 2004, 
pages 977-980 

■" Section 4.05[6] “Derivatives Regulation,” Philip McBride Johnson and Thomas Lee Hazen, Aspen Press, 2004, 
pages 9S3-986. See also Testimony of Michael Greenberger - June 3, 2008: http://commerce.senate.gov/public/ 
_files/IMGJune3Testimony0.pdf 

« ibid 

Conversations with House Energy Committee Staff 

“Financial Futures and Options,” Todd E. Petzel, Quorom Books, New York, 1989, page 4. 
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Proper enforcement of speculative position limits and the elimination of any hedge exemptions 
for arbitrage transactions between U.S. regulated and non-U.S. regulated exchanges will mean 
that prices on offshore exchanges are de-linked from prices on U.S. exchanges. If an offshore 
exchange (1) cannot offer a physical delivery provision within the U.S., (2) cannot attract 
physical commodity producers and consumers and (3) its prices cannot be arbitraged, then the 
prices of these offshore futures contracts will bear no relationship to the true prices found on 
U.S. regulated exchanges. 

FINAL THOUGHTS 

Institutional Investors from the capital markets have hijacked the commodities futures markets. 
“Passive indexing,” “long only,” “buy and hold,” and “long term,” are all capital market 
investment concepts that are completely at odds with the commodities futures market. These 
investors have been beguiled into believing that commodities futures are an asset class Just like 
stocks or bonds. Commodities futures markets are not capital markets. 

Wall Street is very good at inventing novel investment strategies because of the lucrative rewards 
which can follow. Unfortunately, Wall Street is not good at foreseeing the long-term 
consequences of the instruments that they create. We have to look no further than the recent 
subprime debacle, which has now grown into a worldwide financial crisis, to see where 
unbridled financial innovation can lead. 

Can we trust that large institutions investing in an “asset class” for the first time fully understand 
all of the potential ramifications of their actions? What is the cost to society when an investment 
decision, embraced en masse by Institutional Investors, drives futures prices and spot prices 
higher and ultimately cripples the price discovery function of the commodities futures markets? 

This concludes my testimony. 
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STATEMENT OF EDWARD N. KRAPELS, PH.D., DIRECTOR, 
ENERGY SECURITY ANALYSIS, INC. 

Mr. Krapels. Good morning, Mr. Chairman and members of the 
Committee. Thank you for your invitation to participate in this 
panel. I’ll try to avoid duplicating what my predecessors have said. 
And I don’t have pictures that are any better than theirs. So let 
me try to make four or five of what I think are commonsense state- 
ments. 

First of all, let me agree with Congressman Barton that it isn’t 
just speculation that’s driving up the price of oil. There is a very 
comprehensive set of physical market fundamentals that have led 
to tight markets. Trying to figure out precisely how much of today’s 
price is physical versus financial is a very difficult exercise and one 
that’s, at the end of the day, not terribly productive. 

Having said that, though, I agree with my fellow panel members. 
And I would say that there are four things that we should look at 
when we think about the effect of the financial markets on the 
price of oil. First of all, there are always bubbles in financial mar- 
kets, right? Arguing that this is not a bubble in the oil market or 
that oil markets are somehow exempt from having bubbles is not 
productive. Globally, there is so much money in today’s investment 
world that where the money flows affects the value of the assets 
that the money flows to. And money, clearly, has flowed into com- 
modities and into energy. That effect has had an effect on energy 
prices. 

There’s a wonderful book that came out a year or so ago called 
A Demon Of Our Own Design, by a name Richard Bookstaber from 
Morgan Stanley. And he wrote something that Michael has just 
said. I quote him: “more often than not, crises aren’t the result of 
sudden economic downturns or natural disasters.” Virtually all 
mishaps over the past decades had their roots in the complex struc- 
ture of the financial markets themselves. We do create instruments 
that are so sophisticated and so difficult to understand in their 
interaction with one another, and that has happened in the oil 
business. 

My second point is that in the commodities sectors, as Roger and 
Michael have said, index and sovereign fund managers have in- 
creased their exposure to financial energy contracts. There is no 
question about that. The data speak for themselves. 

The third point is that those who say this has no effect on prices 
often argue — and I’m sure you have heard this phrase — well, 
there’s a short for every long. Well that’s true. But at what price 
does a short have to be short in order to meet the demand? And 
it is like any other commodity. If we lived in a small town and we 
had all owned a house and suddenly a person that has much more 
money than the rest of us moved in and bid up the price of our 
houses, the increase in the size of the funds that these people have 
is so enormous that there can be no doubt that this increase in the 
demand for paper barrels has bid up the price for paper barrels. 
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Finally, the potential market power of large entities — and we’re 
talking now about market power in the old-fashioned FERC sense 
of the word — is enhanced by the generous leverage that’s allowed 
for commodity trading. 

Now, a couple of points about how those of us in the analysis 
business try to keep up with this. For years, we have had the Com- 
modity Futures Trading Commissions’s Commitment of Traders’ re- 
ports. Those have been very useful. But the data in that report are 
so imperfect that until very, very recently, we didn’t know how 
much of the effect of speculation was actually shown as commercial 
rather than noncommercial. And these changes in the transparency 
of the data have been very, very important to help us understand 
what’s really going on in the oil market. 

Finally, I agree with most of the recommendations of my fellow 
panel members. I think that it is time for Congress to require 
much greater disclosure from all exchanges that deal with tJ.S.- 
traded commodities. I think it is time to require all exchanges in 
OTC markets to impose and enforce limit positions. And I think it 
is time to reduce the leverage that are allowed in commodity trad- 
ing, and particularly oil. 

Let me make a final statement. We like to blame other people 
for our problems. We blame the Chinese. We blame the Saudis. We 
blame OPEC. But I remember earlier this morning the statement 
from that great American philosopher Pogo, who said many years 
ago, “we have met the enemy, and he is us.” 

Mr. Stupak. Thank you. Thank you all for your testimony. 

[The prepared statement of Mr. Krapels follows:] 
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Executive Summary 

1. Today’s crude oil prices are the result of a perfect storm: demand pressures on supply in 
both physical and financial markets, very inelastic supply and demand in the physical markets, 
and rapid increases in demand (relative to supply) in the financial markets. 

2. Trying to parse how much is physical versus financial (or, how high oil prices would be 
without the pressure from financial markets) is not a productive exercise - causation is 
practically impossible to measure with the information at hand. 

3. My narrative on the effects on financial markets on oil prices is as follows: 

a. There are always bubbles in financial markets. Globally, the size of investable funds 
is so great, and the ability of managers to alter those flows so substantial, that changes 
in investment preferences have substantial effects on the market prices of the affected 
assets. This affects all assets, from equities to bonds to real estate to commodities. 

b. In the commodities sector, in recent years it appears that pension, index and perhaps 
sovereign fund managers have increased their exposure to financial energy contracts 
- especially crude oil. That increase in exposure is intended to increase the diversity 
of the portfolios of these funds. The size of the inflow of money from this sector, 
however, is extremely large in proportion to the historic size of the energy commodity 
markets. 

c. Those who argue this inflow of buying interest does not affect prices (the “there’s a 
short for every long” argument) have lost sight of the fact that a large and sudden 
increase in demand for long positions in a financial contract may only be capable of 
being satisfied by increases in the price of the contract. This is as true in crude oil as 
it is in any other asset. 

d. The potential market power of large entities is enhanced by the generous leverage 
allowed for commodity trading. As of today, the typical margin requirement for a 
Clearing Member for a 1000 barrel contract of oil (whose notional value is 
approximately $130,000) is $8500. 

4. Our ability to analyze these dynamics is extremely limited by several characteristics of 
the energy markets, regulations of those markets, and government policies: 

a. Crude oil is traded on one US-regulated exchange (NYMEX), on one UK-regulated 
exchange (IPE), and on over-the-counter markets, of which the Intercontinental 
Exchange (ICE) is the most important 

b. Collectively, it is difficult for market observers to evaluate the potential for the 
exercise of market power (whether willful or accidental). The data made available by 
the US CFTC (the Commitment of Traders report) is extremely valuable but no such 
data are available for IPE or ICE trades. 

5. Congress could materially reduce the ability of financial markets to influence oil prices 
by (a) requiring much greater disclosure from IPE and ICE, (b) requiring all exchanges and OTC 
markets to impose and enforce position limits, and (c) reducing the leverage allowed for energy 
contracts. 
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BACKGROUND: THE “FINANCIALIZATION” OF ENERGY MARKETS 

Do financial energy markets affect the level and the volatility of oil and gas prices? We 
use the term “financial energy markets” here to mean the collective of trading arenas in which 
forward energy prices evolve from trades on (1) formal traditional exchanges (notably the New 
York Mercantile Exchange), (2) new fonns of exchanges that combine traditional and over-the- 
counter transactions (notably, the Intercontinental Exchange), and (3) bilateral energy contracts 
whose prices ai'e indexed to those of the exchanges. 

Discussions within the oil and finance community reflect various perspectives on this 
issue. The discussions raise a very important question: did the increase in oil prices to almost 
SMOArarrel and natural gas prices above $10 per MMBTU in 2008 reflect classic commodity 
“bubbles” in which financial markets played a distinct, sui generis role'; or a “new regime” of 
pennanently higher prices brought about by sharp increases in demand and enduring changes in 
supply, which pushed both crude oil and natural gas into suddenly much higher marginal 
production costs? As always, the answers are not mutually exclusive. We may be living in a 
period when there has been a “perfect stonn” of conditions conducive to higher energy prices. 

This is obviously an enonnously complication question. The number of dollars involved 
in energy futui'es and over the counter markets (collectively, the energy derivatives markets) is 
measured in the huni'eds of billions. The physical oil market is global in scale, and infoimation 
about global oil stocks and flows is notoriously incomplete. The flow of investor funds into 
commodities; into the fuels segment of commodities; into individual fuels; and from the long to 
the short side of particular markets is also immense and has been growing rapidly in the last five 
years. 

' We use su; generis here In its legal context: as a unique, distinct, or ona^if-a-kind effect. 
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The questions the House Subcommittee on Oversight and Investigations of the 
Committee on Energy and Commerce are exploring this week is whether the increase in the 
volume and open interest in oil and gas derivatives markets has a significant impact on world 
crude oil and petroleum product prices, and on U.S. natural gas prices.’ 1 believe this is likely to 
be one of those questions that - to use Gregory Treverton’s useful distinction’ — is a mystery, 
rather than merely a puzzle. In their formal capacities, economists are trained to treat problems 
as puzzles, amenable to rational analysis. That requires enough information to move the problem 
from the mists of mystery to the brighter lights of puzzles. There are reasons to believe that 
condition does not exist, yet, in this case.’ 


How do financial energy market activities influence energy prices? In articles I have 
published on this issue’, I have compared the “flow of funds” of the magnitude we are seeing 
today to a new wave of buyers and sellers interested in oil and gas. Could that flow have created 
a “bubble” in oil and gas prices in 2005, 2006 and 2007? Examples of such bubbles abound. 
From Dutch tulip markets in the 1600s to Internet equities in the 2000s and the subprirae 
mortgage crisis today, asset classes routinely go through booms and busts created - not by any 
change in the costs of production or technological change in the value added by consumption - 
but purely by virtue of a change in investors’ desire to own the asset. 


There were forward and derivative instruments in oil markets as far back as the 1 860s, 
but they were not as ubiquitous and as easy to use as those available today. Before the advent of 


’ ESA! first called attention to the apparently growing infiuence of financial markets in a memo we sent to our clients 
in 1994, which was subsequently published as an article in Energy Risk (November 1994)2. Subsequent elaborations 
on our argument have appeared in memos to our clients as well as in later issues of Energy Risk and In Managed 
Derivatives (August 1996). 

•’ Gregory Treverton, “Intelligence - A Funhouse of Reflections," Commentary on the website of the Rand 
Corporation; htto:gwww,rand.orateommentare/0216SFC.html (January 1 7, 2007. 

4 This prepared statement is an update of a similar statement i submitted to a Joint Hearing of the U.S. Senate 
Permanent Subcommittee on Investigations of the Committee on Homeland Security and The Governmental Affairs 
and the Subcommittee on Energy of the Committee on Energy and Natural Resources on December 1 1 , 2007. 

’ For example, Edward N. Krapels, "Hunters or Hunted?" Managed Derivatives, May 1996, pp. 14-15. 
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modern financial markets, the desire to own oil could manifest itself in only limited ways. One 
could hoard physical barrels of oil, put them in storage, and sell them at a later date (at a profit or 
a loss). Or, one could buy the equity or debt instruments of oil producing companies. 

Beginning in the 1980s, the emergence of a viable and liquid futures market for oil made 
it much easier for investors and tradem to deal in the commodity: they could buy or sell 
contracts, settled by an Exchange. U.S. natural gas followed suit in the early 1990s. Like any 
other futures market, tire oil and gas futures markets allow one class of participants to hedge, and 
another class of participants to speculate. Speculators play an important role: they allow hedgers 
to put aside the risk of commodity price fluctuations to others better able or more willing to live 
with them. Oil and gas producers and consumers are hedgers, small traders and larger financial 
institutions, like hedge and private equity funds, some investment banks, and specialized energy 
trading outfits, are speculators. 

Even though many crude oil and natural gas producers, oil refiners, and petroleum 
product and natural gas consumers do not hedge, the fact remaiivs that New York Mercantile 
Exchange (NYMEX)-traded West Texas Intennediate (WTI) crude oil and Intercontinental 
Exchange (ICE) -traded Brent crude oil, American and European heating oil and gasoline, and 
U.S. natural gas contracts have become benchmarks of both physical commodities and financial 
assets whose price fluctuations affect the economics of the entire energy industry as well as those 
buying services from that industry. Thus, even purely commercial paificipants in oil and gas 
markets are just as affected by the force of financial energy markets as are the speculators and 
hedgers that use them every day. 

Beginning in the 1 990s, some participants in oil and gas markets began to suspect that the 
trading behavior of institutional speculators was influencing prices. These speculative 
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organizations had been minor participants in the financial oil markets since the crude oil contract 
was launched in 1984. By the mid-1990s, however, the number of financial investors trading 
crude oil contracts began to increase rapidly. The increase was not confined to oil: to the 
contrary, one can only understand the phenomenon, and how to deal with it, if one understands 
the larger investment picture in global financial markets. 

With the wide array of contracts and assorted rules on leveraging trades, international 
financial markets have become extremely complicated. In every economy, wealth is held in the 
fonn of land, precious metals, goods, and financial instruments like stocks, bonds, currency 
holdings, and futures contracts. The stock of wealth, on a global scale, has to be tallied in the 
hundreds of trillions of dollars. The largest shares are in the United States, Japan, and Western 
Europe.*' 

If the stock of global wealth can be measured in the hundreds of trillions of dollars, tlie 
flow of funds - which no single institution measures systematically - amounts to several trillions 
of dollars over the course of a year. Thus, a Japanese investor may sell his real estate in Tokyo in 
order to buy stocks in Malaysia, or U.S. Treasury Bills, or crude oil futures contracts, or a 
trunkful of gold or silver. He may also deposit his funds in a bank, which then makes loans, 
engages in swaps, and sells futures and options in the over the counter markets. 


Fora valuable summary, see International Capital Markets: Developments, Prospects, and Key Policy Issues, 
International Monetary Fund, {a Staff Team led by Charles Adams, Donald J. Mathleson, Garry Schinasi, and Bankim 
Chadha). Available on the World Wide Web at http:/fvww.imf.org/external/pubs/ft/icm/icm98/index,htm 
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this intricate web of investments, loans, and derivatives has grown exponentiallv o% cr 
the last ten years. Parts of this web are always under some pressure. There is almost always a 
small meltdown or bubble somewhere. In 1998 and 1999, the meltdowns were very large indeed. 
Asian equity, real estate, and cuirency markets collapsed. In 2001, the meltdown occurred in 
U.S. and global equity markets in the spring of 2000. 

Meltdowns can happen anywhere. In late September 1998, reports began to circulate of a 
successful effort by the New York Federal Reserve Bank to orchestrate a $3.5 billion bailout of a 
hedge fund (Long Term Capital). According to new reports, “Wall Street’s biggest power 
brokers agreed to prop up one of their most aggressive offspring, Long-Term Capital 
Management, L.P., a highflying hedge fund that was on the verge of collapse,’” According to the 


’ "A Hedge Fund Falters, and Big Banks Agree to Ante Up $3,5 billion," Wall Street Journal, September 24, 1998, p. 
A-1. 
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mi Street Journal, one of tKe “Kotly debated topics” in the meeting that reached the accord to 
bail out the Fund was that its failure “would put the entire financial system at risk” because the 
Long Term Capital had leveraged its several billion dollars of investment capital into a market 
position that at times exceeded $100 billion. 

FINANCIAL MARKETS AND ENERGY FUNDAMENTALS 

Some authoritative observers - like former Federal Reserve Chairman Alan Greenpsan 
and eminent oil economic Robert Mabro ~ believe the financial markets have a sui generis 
impact on oil prices. If so, there must be “fundamentals of paper markets” that one must assess 
along with the fundamentals of the physical markets in order to obtain a complete view of oil 
pricing dynamics. Others are more skeptical, believing that futures and forward prices reflect 
entirely infonnation about the fundamentals of the physical market. Some of those who believe 
the financial markets have a sui generis impact on prices are advocating stricter regulation of 
energy trading activities. Given the ease of international capital movements, however, it is 
unclear whether regulation in and by the United States would have much effect: squeezing one 
part of the energy trading balloon may only cause the bubble to appear elsewhere. 

Discussions within the oil and finance community reflect various perspectives on the 
issue; do oil prices above $50/barrel and natural gas prices above $5 per MMBTU reflect classic 
commodity “bubbles” in which financial markets played a distinct, sui generis role, or a “new 
regime” of permanently higher prices brought about by sharp increases in demand, which pushed 
both crude oil and natural gas into suddenly much higher marginal production costs. Recognizing 
that both financial and physical dynamics are always at play, the issue nevertheless is whether 
the financial dynamics have a distinct and measurable role. 
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The bubble argument suggests that developments in financial energy markets (especially 
the increase in cash under management of hedge and other funds, and the decisions of index- 
oriented funds to take long positions in commodities, including energy) may have precipitated a 
classic period of “too many buyers chasing too few sellers” of financial oil instruments. Such 
periods of “excess demand” have occurred hundreds of times in competitive markets over the 
course of centuries. Once oil and gas developed futures and forward market instiuments, with all 
of the fungibility characteristics of such instruments, they too became prey to purely financial 
bubbles. The potential for such bubbles increased in recent years because of the massive scale of 
increased involvement of financial institutions that heretofore had not been significant players in 
the energy space. 

For example, Robert Mabro argues that 

“Econometric models show that the net position of the so-called ‘non- 
commercial traders’ is correlated with the subsequent direction of price changes. 

In other words, when the non-commercial entities hold a net long position (they 
are betting on a price rise) prices often do rise. And the opposite impact occurs 
when these entities hold net short position. Is it not odd that the non-commercial 
players (meaning very broadly the non-oil companies) should lead and the 
commercial entities (broadly speaking oil or energy companies, oil users and oil- 
related agents) should follow in what is supposed to be an oil maiket?”* 

Others believe in variations of a “new regime” argument that has two dimensions. On the 

supply side, they would argue that there has been a permanent movement up the oil and gas 

production cost curve caused by a lack of investment by and in the petroleum extraction industry. 

* Robert Mabro, "Robert Mabro Questions the Suitability of the Current Oil Price Regime," Oxford Energy Forum, 
February2007, page 15. 
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On the demand side, there has been an increase in the rate of growth in oil and gas demand (the 
oil side mostly from Asia; the gas side mostly from increases in the use of combined cycle gas 
turbines). Taken together, the new regime is characterized hy increases in demand for oil and gas 
that exceed the increase in supply. Thus, the new regime argument indicates it was inadequate 
investment in production, not excess investment in financial energy markets, that was primarily 
behind the massive price increases of 2000 - 2006. 

In the oil market, many focus on the fact that spare crude oil production capacity has 
diminished, and there have been additional concerns over supply adequacy caused hy the 
increasingly prominent “peak oil” thesis.’ Such long-term concerns can explain why market 
participants have hid up the price at the back of the forward curve. Sellers at the back end of the 
curve may believe the peak oil argument is overblown, and that in any event marginal cost does 
not set the crude oil price. 

A third and more nuanced view - in some variations related to Peak Oil - argues that the 
world has exhausted most of the oil that is available at finding costs of less than SlO/barrel. This 
leads to a traditional, increasing-marginal-cost explanation for higher oil prices. The chart above 
presents the relationship between production cost, oil already produced, and the marginal costs 
of alternatives to “cheap oil” as seen by the International Energy Agency (lEA), The lEA supply 
curve indicates that there are 5 trillion barrels of oil available at “economic prices” of less than 
$70/bbl (in 2004 dollars). If this is correct, and the oil extraction business still responds to 
economic opportunities, then the market prices of $70/barrel reached in 2006 were unsustainable, 
and constituted a classic commodity “bubble.” Tire financial energy markets, by providing such 


’ Those who adhere to the Peak Oil argument have developed , inter alia, regular conferences and journals 
reviewing the topic. See the Peal Oik web site maintained by Colin Campbell at hltD:/Avww.r)eakoil.nRt/ . 
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convenient vehicles for the financial expression of views about oil scarcity, will have contributed 
to the bubble. 


The lEA supply curve is a useful tool for pointing out that the quantity of “OPEC ME” 
(OPEC Middle East) available oil is curtailed by instability (as with Iraqi oil), failure to maintain 
fields properly (as some believe is the case with Iranian reserves), and deliberate under- 
production of available reserves by governments who have decided that their nations’ discount 
rates are very, very low. The conundrum is that there is still a great deal of oil in the “OPEC 
ME” category, available for exploitation at less than $15^bl, but there are political constraints 
on its expeditious production. Those who invest in more expensive oil are essentially taking a 
political gamble that this oil will continue to be held off the market, making it economical to 
invest in the production of more expensive conventional and unconventional oils. In essence, 
they are speculating on the assumption that the sub-$l 5 barrels are no longer on the margin. 

For investors, these arguments are of more than academic interest. Any investment in 
high-cost conventional oil resources runs the risk that the constraints on producing more of the 
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sub-S 1 5 oil pool will be relieved. Such relief could come from resolution of political conflicts in 
the Middle East, thus releasing the pent-up Iraqi reserves, or from a decision by Saudi Arabia to 
double its production. 

In the absence of liquid financial energy markets, market participants could express their 
views on these issues in only two “physical” markets: the spot market, and the markets for oil in 
the ground."' The existence of financial energy markets provides a forum for the expression of 
views in the arena between spot markets and oil in the ground. Financial energy markets are 
available for the “prompt month” (which should converge with the spot price), and then for 
months and years into the future. 

Concerns About the Impact of Financial Markets 

As prices rose fi'om the customaiy trading range of $10 to $30 in the 1990s, to $30 - $100 
beginning in 2002, the debate about the role of financial markets became more heated, and 
attracted notable participants, especially in the United States. In the summer of 2006, a number 
of investigative committees of the U.S. Senate eonducted hearings on tlie issue, and one 
committee — the Permanent Subcommittee on Investigations - issued an influential report titled 
The Role of Market Speculation In Rising Oil and Gas Prices: A Need To Put the Cop Back On 
the Beat. 

Fonner Federal Reserve Chairman Alan Greenspan explained to the Senate Foreign 
Affairs Committee that there had recently been “a major upsurge in over-the-counter trading of 
oil futures and other commodity derivatives.” Greenspan observed that “increasing numbers of 
hedge funds and other institutional investors began bidding for oil [and] accumulated it in 

While derivative markets for oil have existed in some lomns since the 19"' century, we wifi date the emergence of 
the modem petroleum derivatives markets with the successful launch of the forward markets in the North Sea in the 
late 1 970s and the successful launch of the New York Mercantile Exchange crude oil contract in 1 384. We treat 
investments In oil producing companies as a subset of the market for oil in the ground. 
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substantia! net long positions in crude oil futures, largely in the over-the-counter market,” and 
that these activities affected oil prices: “These net long futures contracts, in effect, constituted a 
bet that oil prices would rise... With the demand from the investment community, oil prices have 
moved up sooner than they would have otherwise. 

Mr. Greenspan also suggested that these price increases have stimulated additional oil 
production, a large increase in oil inventories, and a partial scale-back of consumption.'- 

The U.S. Senate sub-Committee investigating oil prices in 2006 concluded that 

“[TJhere is substantial evidence that the large amount of speculation in the curtent market 
has significantly increased prices. Several analysts have estimated that speculative purchases of 
oil futures have added as much as $20-$25 per barrel to the cuiTent price of crude oil, thereby 
pushing up the price of oil from S50 to approximately $70 per barrel.”'' 

These opinions about the effect of speculation in financial energy markets on oil prices 
appears to be based on a fairly straightforward proposition: tlie large and .sudden increase in the 
market position of any subset of oil market partieipants will tend to move prices up if the 
increase is in demand (expressed in financial energy markets as an increase in long positions) 
and down if the increase is in supply (expressed in financial markets as an increase in short 
positions). Even though there is “a long for every short and a short for every long,” any large 
market participant can create sudden surges in supply or demand (or sudden shifts in the demand 
or supply curves of the oil market). 

" Greenspan, Alan. Statement before the Senate Committee on Foreign Relations, United States Senate, June 7, 
2006. 

" Coleman, Norm (Chairman). Levin, Cari {Ranking Minority Member), The Role of Market Speculation In Rising Oil 
and Gas Prices: A bleed To Put the Cop Back On the Beat, Staff Report, Permanent Subcommittee on investigations, 
U.S. Senate, June 27, 2006, page 3. Hereafter, Coleman [2006], 

' Coleman, Norm (Chairman). Levin, Carl (Ranking Minority Member), The Role of Market Speculation In Rising Oil 
and Gas Prices: A Need To Put the Cop Back On the Beat. Staff Report, Permanent Subcommittee on Investigations, 
U.S. Senate, June 27, 2006, page 2. 
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For example, assume that on a given day an extremely large speculator decides to go 
short. His brokers will then attempt to purchase 5,000 short contracts. All other things being 
equal, the effect of such a large increase in the number of shorts demanded is to drive down the 
price. The order for 5,000 short contracts amounts to a search for 5,000 long contracts, and in the 
open outcry process on the floor of the NYMEX, the bid price will fall until the necessary 
number of longs are attracted to take the offsetting positions for the 5,000 shorts. 

The nature of any market - financial or physical - is that such a process can feed on 
itself. If the intra-day price decline forces prices below a technical support level, those who trade 
on such signals will be attracted into the market, creating further downward price pressure. 
Market participants can wonder what led to the price decline if nothing of consequence was 
indicated in the physical supply-demand equation. 

For many economists, such effects can be expected only if two conditions exist: a large 
market participant is exercising market power, or subsets of market participants are (deliberately 
or coincidentally) acting together, or “herding” and the effect of their acting together is to 
exercise market power.*' 

Trading Entities and Their Trading Styles 

While hedge funds have attracted much of the attention of the press, they are only a 
subset of all of the institutions that trade oil. Even within their own cohort, hedge funds are an 
extremely variegated herd, each with its own directives and trading strategies. The effects of the 
oil trades of these participants are unlikely to flow in the same direction. 


For a detailed presentation on the difference between these two market characteristics as it applies to financial oil 
markets, see Robert J. Weiner. Do Birds of a Feather Flock Together: Speculator Herding in the World Oil Market, 
(Washington DC: Resources for the Future Discussion Paper, June 2006). 
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Quite apart from hedge funds, commercial and investment banks make a variety of 
offerings to investors tliat, ultimately, resulfin a financial institution placing substantial hedge 
positions in the market. For example, some banks offer structured notes indexed on oil with fixed 
or guaranteed returns. The buyers of these notes are not oil market participants, and purchase 
them largely for portfolio diversification. 

Of greatest recent interest is the role of yet a third type of trading entity in the energy 
sector - index or passive investors, who are looking for portfolio insurance via commodity 
returns, and are prepared to pay for the portfolio benefit These funds may buy an index, like the 
Goldman Sachs Commodity Index, which guarantees them the return of the index. The seller of 
that index, usually a bank, hedges the index exposure in the energy market by buying the futures 
that correspond to the index. Some participate as buyers in a Roll Index, which could entail, for 
example, buying the second month futures. When the prompt month expires, the Roll Index 
participant holds tlie prompt, which they sell to buy the second month futures contract again.'* 
Others take the opposite view, and are roll sellers. 

There is a substantial amount of anecdotal evidence that much of the increase in open 
interest in commodity contacts was precipitated by a decision of pension funds to increase their 
exposure to commodities. For example, the IVall Street Journal reported on September 9, 2004 
that “at the start of the decade, Europe's two biggest pension funds had no commodity 
investments. Stichting Pensioenfonds ABP, the €157 billion ($190 billion) fund for Dutch 
government and educational-system employees, got into commodities in 2001 and has reached 
its target of having 2.5% of its assets, or close to $5 billion, in commodities. A year earlier, 

'* See, for example, Dizard, John, “Speculators Profit from Commodity Investors,' which notes that speculators ‘In 
the pits, physical or electronic, bet against the certainty that commodity index Investors’ positions are rolled in a 
mechanistic manner every month, in known patterns on particular days." Financial Times, Jan. 22, 2007. 
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the €55.7 billion PGGM fund for Holland's healtli-and-welfare sector waded into commodities. It 
now has 4,3%, or roughly $3 billion, invested in them.” 

The interest in commodity exposure was not restricted to pension funds: “Harvard 
University has been investing in commodities for more than a decade, and its internal benchmark 
calls for allocating 13% of the university's $19.3 billion endowment to oil, gas and other 
commodities. That's just two percentage points less than the weighting assigned to U.S. stocks 
and two points more than the allocation to U.S. bonds. Unlike many pension funds that passively 
follow a benchmark, Harvard actively manages its commodity investments, and 10 percentage 
points of the 13 allocated to commodities are invested in timber.’”'’ 

Within the financial community, however, it would be quite unusual for the trading 
activities of each of these entities to have effects in the same direction. To the contrary, one 
would expect that the effects of these traders on markets would usually be quite dispersed as 
each trader follows his own objectives. Anecdotal accounts refer to a variety of trading styles; 

• Mean reversion traders believe that commodity prices tend to return to long-tenn 
averages, and thus their trades would tend to help market prices remain within 
given channels. Chartists or technical traders could accentuate trends when their 
systems indicate they should endure, and bring them to an end to when their 
systems indicate they should not. Notions of powerful “support” and resistance 
levels have long held sway over this community, and there is an array of software 
support available to those who trade in this manner. 

• Macro traders believe in linkages between energy and other markets. These 
include incorporating views on macro-economic growth into energy trades (the 

Michael R. Sesit, “Commodities Enter Investment Mainstream," Wall Street Journal, September 9, 2004, 
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“China syndrome”), or specific statistical relationships (dollar - yen - oil pricing 
dynamics). 

• Fundamental commodity traders who believe they have superior information 
about energy supply and demand. 

• Passive investors who only own energy contracts for their portfolio effects. In 
recent years, pension funds holding hundreds of billions of dollars began 
allocating a few percent to energy commodities. This so-called “index investing” 
is a trickle for this segment of the economy, however, is a torrent of investment 
for the energy sector. Banks make various offerings to their private banking 
investors that, ultimately, may result in a financial institution placing substantial 
hedge positions in the market (whetlier these are shown as hedges in CFTC 
reports is unclear). For example, some banks offer structured notes indexed on oil 
with fixed or guaranteed returns. The buyers of these notes are not oil market 
participants, and purchase them largely for portfolio diversification, 

• Roll index investors looking for portfolio insurance via commodity returns are 
prepared to pay for the portfolio benefit. They may buy an index, like tlie 
Goldman Sachs Commodity Index, which guarantees them the return of the index. 
The seller of that index, usually a bank, hedges the index exposure in the energy 
market by buying the futures that con'espond to the index. Some participate as 
buyers in the Roll. Index, which could entail, for example, buying the second 
month futures. When the prompt month expires, the Roll Index participant holds 
the prompt, which they sell to buy the second month futures contract again. 
Others take the opposite view, and are roll sellers. 
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Analysis of The Effects of Financial Markets on Oil and Gas Prices 

In the past decade, various studies of the behavior of financial market participants have 
been conducted, and they have shed a considerable amount of light on what is, and is not, 
happening. In this endeavor, the primary source of data on financial traders’ behavior is the 
“Commitment of Traders” report of the U.S. Commodities Futures Trading Commission 
(CFTC). 

Tlie CFTC divides market participants into “commercial” and “non-commercial” classes: 

“A trading entity generally gets classified as a "commercial" by filing a statement 
with the Commission (on CFTC Form 40) that it is commercially "...engaged in 
business activities hedged by the use of the futures or option markets." In order to 
ensure that traders are classified with accuracy and consistency, the Commission 
staff may exercise judgment in re-classifying a trader if it has additional 
infonnation about the trader’s use of the markets. 

A trader may be classified as a commercial in some commodities and as a non- 
commercial in other commodities. A single trading entity cannot be classified as 
both a commercial and non-commercial in the same commodity. Nonetheless, a 
multi-functional organization that has more than one trading entity may have each 
trading entity classified sepaiutely in a commodity. For example, a financial 
organization trading in financial futures may have a banking entity whose 
positions are classified as commercial and have a sepai'ate money-management 
entity whose positions are classified as non-commercial. 
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The long and short open interest shown as "Nonreportable Positions" are derived 
by subtracting totai long and short "Reportable Positions" fi'om the total open 
interest. Accordingly, for "Nonreportable Positions," the number of traders 
involved and the commercia!/non-commercial classification of each trader are 
unknown.” 

Finally, as noted earlier in this report, the CFTC provides an additional level of detail on 
the behavior of non-commercials with its reports on .spreading activities: 

“For the futures-only report, spreading measures the extent to which each non- 
commercial trader holds equal long and short futures positions. For the options- 
and-futures-combined report, spreading measures the extent to which each non- 
commercial trader holds equal combined-long and combined-short positions.” ” 

Published COT data, while interesting and useful, however, are ineomplete and 
sometimes unclear. The most important omission is over-the-counter maifcet transactions. As 
noted earlier, over the past several years, more and more forward transactions (both energy and 
non-energy) have moved fi-om organized exchanges like NYMEX to platforms for bilateral and 
OTC trades, particulaify the Intercontinental Exchange. Thus, it is appropriate to consider the 
volume and open interest data of the NYMEX the tip of energy trading iceberg. 

In addition, within the confines of the COT data, it is unclear how bright the line is 
between the “non-commercial” (a.k.a,, speculators) and “commercials” (a.k.a., hedgers). 
Analysts disagree about the best way to use the data in the analysis of the influence of specific 
trading cohorts over prices. Some argue in favor of using total (commercial, non-commercial. 


” See “Backgrounder” on CFTC web site httpd/www.cftc.gov/opa/backgrounder/opacotSBS.htm. 
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and non-reporting) open interest, others total non-commercial open interest, and yet others total 
net non-commercial open interest. 

Even though the COT data are incomplete and unclear, they are all the data practitioners 
have. Thus, given that is information, the analytical community has naturally tried to find 
relationships between changes in trading positions and prices. After some ten years during which 
a number of studies - with vai'ying degrees of rigor and focus - have been conducted, it is fair to 
say that - Robert Mabro’s previous assertion notwithstanding - there is no consensus on whether 
financial markets exert a sui generis effect on the price of oil and gas. 

Generally, formal statistical results on the issue are deemed unimpressive, which is to be 
expected given the dispersion of trading strategies already reviewed. A 2006 study conducted by 
the U.S. Commodities Futures Trading Commission concludes that, 

“on average, [managed money trader] MMT participants do not change their 
positions as frequently as other participants, primarily those who are hedgers. We 
find that there is a significant correlation (negative) between MMT positions and 
other participant’s positions (including the largest hedgeis), and results suggest 
that it is the MMT traders who are providing liquidity to the large hedgers and not 
the other way around. We find that most of the MMT position changes in the very 
short run are triggered by hedging participants changing their positions. That is, 
the price changes that prompt large hedgers to alter their positions in the very 
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short run eventually ripple througli to MMT participants who will change their 
positions in response.”'*. 

Robert Weiner, in a study published in 2006, obtained access to detailed COT data and 
conducted an analysis focusing on market power and herding. The study concludes that “the 
evidence indicates tliat speculators as a group did not herd during the time period for which data 
are available (mid- 1990s). There is evidence, however, that some subgroups of speculators do 
tend to act in parallel (‘flock'), notably commodity pool operators. .. Even among subgroups that 
flock, the extent of parallel trading is modest.”''’ 

Another study was conducted by analysts from the International Monetaiy Fund, which 
compared the behavior of oil spot prices and the non-commercial positions in three commodities: 
crude oil, copper, and cotton. The IMF study - acknowledging that COT data had numerous 
characteristics that hindered definitive analysis -concluded that “[crude oil, copper, and cotton] 
prices appear less volatile than speculative positions across commodities, with no discernible 
common trend between prices and speculation. For example, in the erude oil market there has 
been no persistent pickup in net long noncommercial positions in recent years when oil prices 
have had a strong upward trend. More strikingly, in the copper market, net positions have 
actually fallen steadily over the past year, during which prices have reached record highs, 
suggesting that contrary to common perceptions, speculation may not have played a major role in 
the recent price run-up.” 


See Michael S. Haigh, Jana Hranaiova and James A. Overdahl, Office of the Chief Economist, U.S. Commodity 
Futures Trading Commission, "Price Dynamics, Price Discovery and Large Futures Trader interactions in the Energy 
Complex,' April 28, 2005. 

Weiner, Do Birds of a Feather Flock Together: Speculator Herding in the World Oil Market (Washington, DC: 
Resources for the Future Discussion paper, June 2006). 
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The IMF study left open, however, the possibility that - for shorter periods of time - 
there may be a stronger link between the positions of non-commercials and prices: “while the 
series do not appear to be correlated over the long run, for most commodities some coirelation 
appears to be present over subperiods, as peaks and turning points seem to occur around the 
same time across the two series.”’” 

Some Illustrative Analyses of Financial Market Effects on Oil Prices 

If it is unsurprising that simple correlation studies would fail to find a long-term, 
systematic relationship between oil prices and the changes in trading positions, there remains an 
apparently large community who appear less impressed with an absence of statistical proof and 
more impressed with practitioner statements - such as those by Mr. Greenspan and Mr. Mabro -■ 
that appear to take for granted that financial markets have a sidgmeris impact on oil prices. 

At the most general level, regulators appear to take for granted that “the funds” can affect 
the markets in which they participate. For example, the U.S. Federal Reserve Board’s Patrick 
Parkinson testified before Congress that “Although the role of hedge funds in the capital markets 
cannot be precisely quantified, the growing importance of that role is clear. Total assets under 
management are usually reported to exceed $1 trillion. Furthermore, hedge funds can leverage 
those assets through boirowing money and through their use of derivatives, short positions, and 
structured securities. Their market impact is further magnified by the extremely active trading of 
some hedge funds. The trading volumes of these funds reportedly account for significant shares 
of total trading volumes in some segments of fixed income, equity, and derivatives markets.^”’ 

Sergei Antoshin and Hossein Samiei, “Has Speculation Contributed to Higher Commodity Prices?" in Name of IMF 
Report, (Washington, DC: International Monertary Fund), pp. 15-18. 

■' Patrick Parkinson, Deputy Director, Federal Reserve Board. Division of Research and Statistics, “The Role of 
Hedge Funds in the Capitat Markets," Testimony Before the Subcommittee on Securities and Investment, Committee 
on Banking, Housing, and Urban Affairs, U.S. Senate May 16, 2006. Emphasis added. 
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The June 2006 report from the Senate Permanent Subcommittee On Investigations titled 
“The Role Of Market Speculation In Rising Oil And Gas Prices: A Need To Put The Cop Back 
On The Beat” cited (in addition to Mr. Greenspan), Citigroup, Goldman Sachs, and eminent 
energy economist Philip K.. Verleger, Jr. as being in the camp of those who believe there is a 
relationship between financial market activity (speeifically, speculation, which is a narrower 
form of participation than we are reviewing in this paper), and oil prices.'^ 

Clearly, given the different ways financial institutions participate in financial oil markets, 
simple regressions of the market positions of any particular cohort of market participants 
(including “non-commercials”) with price changes are unlikely to be revealing. The trading 
community is much too variegated to have a simple, measurable effect. The fact is that financial 
markets offer a variety of participants, each with its own directives and trading strategies. 
Therefore, the effects of the oil trades of these participants would rarely flow in the same 
direction. An analysis of the long-term relationships between any particular group of traders and 
the price of oil or gas, therefore, is unlikely to provide much insight. “ 

More fundamentally, it would be naive to expect any sustained causation between trading 
strategies and prices. Some trading shategies are based on the belief that markets eventually 
maintain llindamental relationships, and trades reflecting that belief can act as stabilizers to the 
market, and slow a market’s adjustment to new developments. Chartists and trend traders, in 
contrast, can push the market quickly to new levels and can exaggerate price moves. Macro 
funds provide a linkage between commodity markets and other global investment markets. 
Fundamental commodity funds may actually enable futures prices to reflect the current expected 

Coleman [2006], p. 24-25. 

Economists call the tencJency of traders to engage in similar strategies 'herding.” Robert Weiner has shown that 
there is little evidence of systematic and prolonged herding in the financial oil markets. 
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future outcome, where cuixeiit publicly available infomiation is inadequate or inadequately 
distributed. 

There are, nevertheless, several areas where causation should not be dismissed, all of 
them consistent with nonnal economic analysis; 

1. Perfect storm episodes; there are likely to be periods of time when the condition 
of the physical energy market and trading strategies of financial market 
participants are in such good alignment as to produce “herding” and “bubbles” or 
their opposite, crashes. 

2. Variations on the market power syndrome: It is possible that the positions of 
some market participants - index funds as one example - are so large as to 
constitute witting or unwitting market power. A large-scale infusion or retreat 
from any of the various positions very large index funds might have price effects. 
The contract volumes involved in such shifts may — in the scale of oil trading - 
be quite large, but in the scale of money under management by these funds, be 
quite small. Tlie index funds may be the “elephants in the bathtub” - especially 
in the long-dated markets. 
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Analysts have traced 
developments in total open interest in 
the WTI futures contract and the price 
of prompt WTI. At a simple level, the 
correlation of these two data sets has 
an of 0.6 over the entire 1983 to 
2006 period. In keeping with a theory 
that the financial markets occasionally 
have little impact on oil prices, there 
are periods (e.g., from 1996 to mid- 
1999) when there was a very low 
correlation between them, and other 
periods (e,g,, from January 2001 to 
October 2006) when the correlation 
was quite strong (an of 0.8). These 
results invite a theory that (I) index 
funds may be biased to the long side of 
the WTI contract, perhaps because a 
long position in oil i.s used as a hedge 
against inflation, and (2) they tend to 
follow trends. That theory holds up 
quite well during the bull market for oil and other commodities that was evident from 2001 to 
2006, 


Crude Oil: Ni>n.Commeieial Futures Net Long (Short) Position a 
vm Prices, 1986- 1992 





Crude Oil: Non-Commerclai Futures Net Long (Short) Position end 
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The analysis of the net positions of non-commercials reveals periods of greater and lesser 
correlation, as is to be expected given the dispersion of trading progi'ams. The charts nearby 
define a net position as long minus short open interest, and break the 1986-2006 period into three 
parts: 

1. 1986 to 1992, when (except for the period marking the Iraqi invasion of Kuwait 
and before the onset of the Gulf War that expelled Iraq from Kuwait) WTI was 
trading in a range of $10 to $20/bbl. During this period, non-commercials were 
usually net short and their swings from net long to net short appeared to coincide 
with decreases in the price of WTI. 

2. 1992 to 2001: Non-commercials’ positions oscillated between net long and net 
short in long trading cycles that tracked a WTI trading pattern between $14 and 
$26/bbl. At the end of that cycle, during the period marked by the Asian financial 
crisis, WTI prices sank to nearly $10/bbl. 

3. 2002 to 2007: a gi'eat and extended bull market, beginning from the depths of tlie 
Asian economic crisis, brought oil prices from $20 to $100. The non-commercials 
were usually on the tong side of this trend. Open interest in the WTI contract rose 
rapidly during this period. Anecdotal evidence indicated new money from index 
and pension ftmds, pulled into oil markets by financial advisors urging their 
clients to increase their long exposure to commodities. This inflow would have 
helped to accelerate the oil price increase. Their high rates of return in 2004 and 
2005 fed the impulse of other funds to get on the long side of oil. This trend 
continued into 2006 and 2007. When it appeared towards the end of tlie year that 
the long bull market was over, funds rapidly bailed out of their positions, 
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accentuating the downward pressure on prices which pushed prices back towards 
$80/bbl towards the end of the year.’"' 

In these charts, the visual correlation between the net positions of the non-commercials 
and the price of WTI occasionally supports a conjecture that sudden changes in the preferences 
of speculators may be among the causes of changes in the price of oil. 

A third approach to the study of the effects of financial energy markets is to evaluate the 
relationship between the spread positions in the NYMEX WTI contract and the price of WTI. 
The volume of spread trades has increased enormously, and now outweighs the number of 
outright trades. It is interesting to observe that there is a high positive coirelation (R^ of 0.86) 
between the amount of open interest in spread trades (futures and options) and the price of WTI. 
Without knowing more about the structure of the time spreads (a study that goes beyond the 
scope of this report but which might yield some interesting results), it is difficult to know exactly 
what the implication of this correlation is. 

Having reviewed these issues, it is important to note that neither hedge funds nor any 
other cohort of the speculator community are infallible. There are limits to the ability of 
speculatoi-s not only to anticipate but also to influence markets. While WTI is an excellent vessel 
for holding traders’ fears and hopes, the very complex dynamics of global crude oil physical 
demand and supply exerts itself inexorably, albeit opaquely (because of the highly imperfect 
state of world crude supply and demand data). 

There is an inclination, especially among traders, to assume “the financial market is 
always right.” The record clearly shows, however, that speculators ai-e far from infallible. As the 

It is important to note that the charts match weekly COT data with the price of prompt (first month) WTI. 

Correlation statistics are highly sensitive to the time period chosen, which is consisleht with a theory that the 
influence of financial markets on oil prices waxes and wanes. The inter-relationship between events in the physical 
market and financial markets are extremely complex. 
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example of Amaranth (and its predecessors like LongTemi Capital and Metallgesellschaft), they 
often make mistakes. Their mistakes are visible both in outright and in spread trades, 

ESA! has maintained a proprietary database of crude oil supply and demand (aka, 
refinery intake of cmde oil) since 1984. It has developed several metrics of the condition of 
global crude oil supply and demand. One of those metrics, ESAl’s "Crude Balance,” which 
measures the suiplus or deficit of crude supply versus demand, indicated for the winter and 
spring of 2003 that, while the speculators were aggressively short-selling WTI, the global 
fundamentals were quite tight. At the same time, there were plenty of political issues (tensions in 
the Middle East, deteriorating supply conditions in some exporting countries) that were keeping 
market participants - with the exception of speculator in the WTI market - extremely 
apprehensive. Thus, the spring of 2003 represents a case where “the non-commercials” had a 
bearish view of the market, but “the fundamentals” drove the market the other direction. 

Regulatory Implications 

Our ongoing evaluations of the ebb and flow of demand and supply in financial energy 
markets has caused us to focus particularly strongly on the activities of professional speculators. 
Speculators, such as commodity funds, move in and out of the oil markets for reasons that may 
have nothing to do with oil (e.g., because a trading program has noted an historic propensity for 
oil to move one way when pork bellies move another). It is possible that a sudden decline in 
demand for paper barrels - occurring because one or more large players suddenly decides to 


Amaranth reportedly lost $3 billion in a period of a few months by trading in the hyper-volatile U.S. natural gas 
market For an account, see "Betting the House and Losing Big," The New York Times, Sep, 23, 2006. 
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abandon oil as a financial instrument - causes a decline in paper oil prices that quickly reduces 
the value of physical barrels.* 

Given this review, it appears to me that - largely because of data quality issues — the 
effects of financial markets on energy prices is (to return to Gregory Treverton’s useful 
distinction) a mystery rather than a puzzle. As such, it is a problem that more amenable to an 
“intelligence” approach to analysis (as in the Central Intelligence Agency), than to a purely 
statistical approach. Because of the global complexities of both tire physical and financial energy 
markets, it is unsutprising that purely statistical analysis of the relationship between specific data 
sets (such as the open interest of non-commercials) and energy prices. 

How can energy market participants anticipate large and sudden shifts in the financial 
energy markets? Not easily. At first glance, COT futures data tell a simple story: there is always 
a short for every long. As the volume and open interest change, then the tong and short positions 
taken by commercials, non-commercials, and small traders change from day to day and week to 
week. As with physical market data, the COT data are imperfect at best. They are simply clues in 
a complex detective story. Why did non-commercials increase their short positions? Why did 
commercials and/or small traders do the opposite? 

We agree with Mr. Greenspan and others who believe organized speculators now 
affect the value of many of the assets involved in world trade. No one would object to this if only 
soft drink prices were affected by their activities. But when they drive up the price of the fuels 
that keep people from freezing, of tlie equities that hold the store of wealth of savers, and of the 


Newspaper accounts in January 2007 indicated that "Wall Street commodity funds that have been investing 
heavily In energy futures are now loading up on agricultural commodities like corn and livestock futures." See "Wall 
Street is Betting on the Farm," New York Times, January 19, 2007. 
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currencies that detennine a nation’s stature in world affaire, it is no wonder that we hear cries of 
alaiTii from government officials. 

In the United States, calls for reform of the rules governing speculation tend to 
focus on two issues; greater disclosure and larger margin requirements. On the disclosure front, 
the U.S. Commodities Futures Trading Commission, during the tenure of the Bush 
Administration, has been disinclined to apply futures-style disclosure requirements on the 
burgeoning over-the-counter market. 

The implosion of Amaranth, however, has rekindled calls for greater disclosure.” The 
most prominent specific measure that has surfaced in Washington, DC is the “Oil and Gas 
Traders Oversight Act of 2006.”“ The act - only two pages in length - simply requires that “The 
[CFTC] Commission shall prescribe rules requiring such regular or continuous reporting of 
positions in a reportable contract in accordance with such requirements regarding size limits for 
reportable positions and the fonn, timing, and manner of filing such reports under this paragraph, 
as the Commission shall detennine.” A reportable contract is defined as “a contract, agreement, 
or transaction involving an energy commodity, executed on an electronic trading facility, or a 
contract, agreement, or transaction for future delivery involving an energy commodity for which 
the underlying energy commodity has a physical delivery point within the United States and that 
is executed through a domestic terminal.”” 

Critics of this legislation contend that such disclosure will simply cause the 
trading activity to migrate away from the United States, This seems disingenuous: one of the 

” See in particular, Coleman and Levin, The Role of Market Speculation In Rising Oil and Gas Prices: A Need To Put 
the Cop Back On the Beat, Staff Report, Permanent Subcommittee on Investigat'ons, U.S. Senate, June 27, 2006, 
page 3. 

' The inftuentlai business |ournalist of the New York Times, Gretehen Morgenson, cailed for passage of the Act In a 
September 24, 2006 article titled "Dangers of a World Without Rules." 

” Oil and Gas Traders Oversight Act of 2006, available at http;//tfiomas.ioc.gov/cgi-bin/query/2?c109:S.2642:. 
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reasons these markets use American futures contracts as benchmarks is because they have faith 
in the underlying integrity of the American financial system, in comparison with the alternatives. 
Tliere seems to us to be no compelling reason not to require such reporting, at least for US- 
centered trade, and for European and Asian regulators to implement similar reporting programs. 

On the issue of margin requirements, we believe the influence of speculators cannot be 
eliminated without throwing the baby - the efficacy of market forces - out with the bath water, 
Government officials and most well-infonned market participants are aware that markets camiot 
tlirive without the depth and liquidity speculators add to markets, without speculators to embrace 
the risk that others shun, and without speculators’ restless pursuit of new financial instruments 
that - in spite of all of the concern about derivatives - still promote financial flexibility and 
creativity. In short, speculators make markets work better, albeit at a cost. 


Average Annual Oil Prices 



30 





95 


Source: http://www.infl3tio/)data,corn/infIation/lnflation_.Rate/Hi^aical_OI_Prk»s_Tab!e.asp 

The cost, as both the academic literature and practitioners recognize, is greater volatility. 
Markets with higher concentration of professional speculators tend to exhibit greater price 
volatility. In the short run, say, over a couple of months or at most a few years, this volatility is 
inconvenient and even painful to those on the wrong side of the price cycle. Thus, the relatively 
high oil prices of 2002 to 2008 ai'e painful for consumers, the low price of 1 998 for producers. 

In the long run, however, we find that commodity prices and exchange rates in freely 
traded markets tend to return to an economically rational level. Thus, oil prices - thought in the 
late 1970s and early 1980s to be on a constantly rising patli - in fact showed a remarkable 
propensity to return to a very long-term average level of around $25 per bamel, as shown in the 
chart above, which depicts oil prices since 1946 in inflation-adjusted terms. After 2000, the price 
ratcheted up to levels not seen (in real tenns) since tlie 1980 oil crisis. It appears from our 
analysis that the increase in demand for paper oil barrels over the past several years helped to 
drive those prices up. But if we have learned one thing about commodity speculators over the 
years, it is that they are quite willing to trade a commodity down as well as up. Thus, if the 
fundamentals of oil - the supply curve, the levels of demand, and inventories ~ conspire to drive 
short-term prices back down to that long-tenn $25/ban-el level, speculators will ultimately help 
to get it there. 

If the desire to regulate speculators further cannot be restricted to just additional 
disclosures, the most direct and effective measure would be to reduce their leverage by 
increasing the margin requirements in exchange traded markets. Funds and exchanges, of 
course, will resist this suggestion because it would adveraely affect the liquidity of their markets. 
And so it would, but if tliis segment of the financial community does not regulate itself more 
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effectively, chances increase that governments will ultimately regulate them, perhaps out of 
existence. 

It behooves the defenders of the new status quo - market economists, investment 
bankers, and Fund managers - to do everything they can to shed maximum light on these 
markets. There is still an astonishing lack of disclosure of some of the information that helps 
make market forces explicable. Until January 2007, for example, only the American futures 
markets were required to collect commitment of traders data. In the future, it is likely that OTC 
markets will have to do so“. Such vital market information as petroleum inventory levels are still 
not published in a timely basis by the leading oil producing countries. Saudi Arabia, the world’s 
largest oil producer, tails to publish any timely details of its operations". 

Thriving markets have an insatiable appetite for infonnation. It is up to governments - 
the same ones that have surrendered some of their controls to the market - to ensure that 
adequate flows of information exist to feed the markets to which they have entrusted their fates. 
Governments must insist that those who sell critical commodities and associated financial 
services - whether it be Saudi Arabia or ICE or NYMEX - disclose enough information to 
ensure that known abuses (like insider trading), and preventable problems (like development of 
mai'ket power by an aberrant single hedge fund or herd of funds) do not fatally undermine the 
efficacy of the markets. At the end of the day, markets exist because governments allow them to. 
Support for oil, gas, and electricity markets is ebbing, inside and outside the United States, and 
advocates of markets as the best way to organize energy activities must do all they can to shore 
up that support. 

On January 30, 2007, Platts Energy Trader reported that ICE was reporting large gas trading positions to the FTC 
on a daily basis. 

See, however. wwwJODiDATA.org for information about the Joint Oii Data Initiative, which is headquartered in 
Saudi Arabia. 
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Mr. Stupak. We will begin questioning. I think we’ll probably go 
one or two rounds with this panel. So we’ll try to keep it at about 
the 5-minute point. 

Mr. Gheit, if I may, your testimony says that the doubling of 
crude oil prices in the past year was mainly due to excessive specu- 
lation, not due to an unexpected shift in market fundamentals. 
What do you mean by excessive speculation? 

Mr. Gheit. Well, we look at the base case. A year ago, oil prices 
were about $60, $65, and everybody expected that oil prices would 
probably come down, not go up because we started the year, if you 
recall, at almost $50 oil. Actually the end of, 2006, I believe, that 
OPEC had to cut production to prevent a meltdown, as you called 
it, in oil prices. 

So last year, as oil prices went to $60 or $65, all of a sudden we 
had finally outages and that was because — or at least that was 
what the speculators put as the reason for why we should put oil 
prices up. But the fact of the matter, even — oil prices should be 
going down, not up. Because there was not enough refining capac- 
ity to use the excess oil on the market. 

Mr. Stupak. So if we have excess oil now on the market, and in 
your testimony you go on and you say, large investment banks 
keep fanning the flames by making exaggerated price predictions 
that they believe they can help achieve, given the Government’s 
unwillingness or inability to hold them accountable. As you know, 
Goldman Sachs recently predicted that oil prices of $150 to $200 
a barrel and yet are probably the largest commodity dealer on Wall 
Street. Without singling out any particular company, is there an 
actual or apparent conflict of interest in an investment bank taking 
up the price of commodities through its research arm while specu- 
lating on it at the same time? 

Mr. Gheit. Absolutely. Unequivocally and absolutely. I mean, it 
becomes a self-fulfilling prophecy. When the largest trader predicts 
the price of a commodity, guess what’s going to happen to the 
price? 

Mr. Stupak. It’s going to go up. 

Mr. Gheit. It’s going to follow the leader. 

Mr. Stupak. Let me ask you this. The Securities and Exchange 
Commission prohibits insider trading by requiring disclosure when 
investments exceed 5 percent in a stock. However, there’s nothing 
comparable for commodities. What would be the best way for Con- 
gress to address this matter? Should all investment banks and 
other noncommercial interests have to make public their holdings 
of oil futures or inventories? 

Mr. Gheit. Absolutely. Absolutely. Disclosure is the best thing. 
As somebody has said, they operate well in the dark. When you 
shed the light on them, there’s no place for them to hide. There are 
a lot of conflicts of interest. They create this financial instrument 
that nobody really knows how it works except they themselves. 
They create — this is the black box, if you will. And it pulls on cur- 
rency, it pulls on the stocks, it pulls on other things. So once you 
catch one, the other will go unnoticed. So it’s impossible for us to 
quantify the impact because it has a lot more to do than only the 
commodity. 
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Mr. Sestak. Thank you. Mr. Masters, how much do you estimate 
that crude oil prices have been inflated by excessive speculation 
above supply and demand fundamentals? In raising concerns about 
the multitude of commodity index investing, are you suggesting 
that supply and demand fundamentals have no role in oil prices? 

Mr. Masters. Thank you, sir. Basically what I’m suggesting is 
that there is supply and demand fundamentals. But in this case, 
what we’ve got is we’ve got supply and demand and demand. We’ve 
got financial investor demand that we’ve never really seen before 
in these markets. And that long-only financial investor demand has 
come into these markets, has altered the price discovery function 
of the markets, and has altered the price. 

So when we talk to physical producers, refiners, consumers of en- 
ergy, they all tell us basically the same thing, that they think that 
crude oil should trade somewhere around the marginal level or 
equilibrium level of the cost to produce, the marginal cost of pro- 
duction, which they tell us is in the neighborhood of $65 to $70 a 
barrel. 

Mr. Stupak. So it should be at $65 or $70 a barrel now before 
the speculators get to it? 

Mr. Masters. That’s what they tell us. I mean, one of the impor- 
tant points here is that — just as I can’t specifically tell you what 
the number is from the speculators, I can’t specifically tell you, or 
neither can anybody else, what the specific level of prices would be 
from China or India or any other component in the price. But I 
think there’s clearly a great deal of the price that is coming from 
excessive speculation. 

Mr. Stupak. Let me — Kyle, turn to number two if you will, 
please. Let me ask you this question. I’m using Commodity Futures 
Trading Commissions’s data now. And we estimate that 71 percent 
of the trading on the West Texas Intermediate crude oil contract 
is done by speculators. And only 29 percent by physical hedgers. 
The CFTC weakened its regulations in 1998 by allowing its 
changes to set soft accountability levels instead of hard position 
limits for commodities like oil. 

You recommended in your testimony setting hard speculative 
limits for immediate month in the cumulative for all the months. 
Those speculative limits effectively wring out the excessive specu- 
lators without damaging the important role traditional speculators 
play in the commodity markets? 

Mr. Masters. I think so. The analogy I would use here is, it’s 
like filling up your tires with tire pressure. If your tire pressure — 
if you need 30 pounds of tire pressure in your tires and you only 
put 10 pounds of air in there, you need more or you’re not going 
to be driving very well. 

What we’ve got here 

Mr. Stupak. Wait a minute. It’s just going to buzz for a second 
here. 

OK. Go ahead. 

Mr. Masters. So what we’ve got here is a situation in which peo- 
ple are trying to put 60 or 90 or 120 pounds of pressure in the tire. 
You know eventually the tire’s going to explode. It doesn’t work. So 
we need sufficient speculation. But we don’t need unlimited specu- 
lation. A little speculation helps grease the engine, helps grease the 
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wheels, if you will, allows the purpose of the futures markets to 
work, which is price discovery and risk reduction for actual phys- 
ical hedgers. The genius of the 1936 Commodity Exchange Act was 
that it allowed the functioning of the markets, it allowed specu- 
lators to participate in the markets, hut it didn’t let speculators 
dominate the markets. So position limits allow enough speculation 
to occur to grease the wheels hut they don’t allow speculators to 
dominate the price discovery function of the market, and that’s the 
idea. 

Mr. Stupak. One last question, and then I’ll go to Mr. Whitfield. 
And we’ll go a second round because I do have questions for Dr. 
Krapels and Mr. Diwan. Both Secretary Paulson and Secretary 
Bodman have argued speculation is playing no role in the rising oil 
prices, the CTFC seems to agree with them. What are the costs of 
inaction, in your view, if Congress fails to address this matter? Will 
it correct itself? 

Mr. Masters. Caines had a great expression. He is a famous 
economist. He said, “In the long run, we’re all dead.” This is a situ- 
ation in which this crisis needs to he solved. If this is an acute cri- 
sis. You know, what we have got here is we have got someone that 
is morbidly overweight. That person clearly — there are chronic so- 
lutions to his problem. He probably needs to diet. He probably 
needs to exercise. There’s a lot of things that he needs to do. But 
right now he’s having a heart attack. And if we don’t take action 
right now, then we’re going to have a real problem. This is an 
acute problem right now. 

And this is a problem that can be solved very quickly with 
changes in the regulatory framework. So I think, as I’ve said in my 
testimony, I think the time for studies and examination has 
passed. You know, like the FDA does, let’s do the studies before we 
allow the approval of a drug to come to market. 

So basically, I think that if we do some of these actions, some 
of the things that I’m talking about, we can greatly deal with this 
amplification of prices created by excessive speculation. And then 
we’ll have time to deal with some of the chronic solutions for the 
energy infrastructure in this country. 

Mr. Stupak. Thank you. Mr. Whitfield for questions please. 

Mr. Barton. Parliamentary inquiry, Mr. Chairman. We normally 
do 10 minute questions, rounds. You took almost 10 minutes in 
that one. Are we doing 5 minutes just because of the number of 
panels? 

Mr. Stupak. By number of panels, number of people who are in- 
terested, we’ll probably go two rounds. 

Mr. Barton. OK. Thank you. 

Mr. Whitfield. Mr. Masters, you just indicated that this prob- 
lem could be solved rather quickly if we took steps regarding the 
regulatory monitoring of speculators in the market. Let’s say the 
Congress passed legislation adopting these regulatory changes and 
the Senate passed it and the President signed it, how soon would 
we see a significant reduction in retail gasoline prices? 

Mr. Masters. Without being able to predict the future, my esti- 
mation would be within 30 days. 

Mr. Whitfield. Within 30 days of the President signing the bill? 

Mr. Masters. Yes, sir. 
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Mr. Whitfield. OK. Now I’m going to ask you another question, 
how much would they be reduced roughly? 

Mr. Masters. I’m not sure I have a crystal ball that great. I 
would just go back to what I said earlier. My sentiments is prices 
would probably drop over a reasonably short period of time back 
to somewhere closer to the marginal reduction cost of oil. 

Mr. Whitfield. Of $65 to $75 a barrel? 

Mr. Masters. $65 to $70, then I think it’s reasonable to conclude 
that that is about halfway where prices are today. I would think 
that gas pries would reflect that in relatively short order. 

Mr. Whitfield. So you are saying if we adopt these regulatory 
changes, we could almost cut the retail price of gas in half in a rel- 
atively short period of time? 

Mr. Masters. Yes. 

Mr. Whitfield. Dr. Krapels, what do you say? 

Mr. Krapels. To the chagrin of some of my colleagues at the 
company that I work in, I tend to agree with Mr. Masters. I think 
the amount of speculation is really substantial. And I don’t think 
it would take 30 days after the President signing the bill. I think 
it would happen more quickly than that. Once the market under- 
stood this was happening, I think a lot of the funds would with- 
draw their positions and try to liquidate in as orderly a fashion as 
they could. 

Mr. Whitfield. Mr. Diwan, what do you say? 

Mr. Diwan. I don’t know how quickly it takes to get prices down. 
But it’s clear that prices will reflect closer to marginal cost of pro- 
ducing oil. I think the marginal cost is slightly higher than what 
Mr. Masters just said. But that could come fairly quickly. It can 
overshoot on either side. But what’s interesting is that the long- 
term price curve, so how futures, price of oil do 5, 10 years, right 
now is around $140. And that is the expectation, that prices con- 
tinue to stay at these levels at a marginal cost, which doesn’t make 
a lot of sense. 

Mr. Whitfield. Mr. Gheit. 

Mr. Gheit. Well, let me start 

Mr. Whitfield. Pull the mike up please. 

Mr. Gheit. Let me start by saying the marginal cost is a moving 
target. Because of the chicken-and-the-egg situation. The reason 
that you have higher marginal cost is because where oil can be ob- 
tained very cheaply, we’re locked out, whether it’s Russia, whether 
it’s Iraq — Russia can produce oil under $10 per barrel. Iraq can 
produce oil at similar or even lower. So the marginal cost is a mov- 
ing target. The fact of the matter is, if you look at the finding and 
development costs of the industry, in the last 5 years, it averaged 
less than $15. There is a rule of thumb that the price of the com- 
modity is not sustainable at more than triple the replacement cost. 
So it should be around between $45 and $60. 

So, meeting with the head of most of the oil companies that we 
cover, only a year ago they were amazed at the sustainability of 
$60 oil. The chairman of the largest oil company in the world 5 
years ago said at the time he doesn’t see any justification for oil 
prices above $40. So the world has not changed significantly over 
the last few years to justify $140. And then you have people pre- 
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dieting $200 oil. If we don’t do anything about it, their prediction 
will come true. 

Mr. Whitfield. But you’re saying the production of oil is way 
over $15 a barrel. I mean, production cost 

Mr. Gheit. It’s just replacement costs of the reserve in the 
ground. There is another $15 or $20 to extract it. And then there 
is $15 or $20 per barrel which is the profit and taxes. That’s how 
it works. It’s the one-third rule. 

Mr. Whitfield. My time has expired. 

Mr. Stupak. Mr. Inslee for questions, please. I should note Mr. 
Ross has joined us, a member of the full committee not the sub- 
committee. But we would appreciate it if you want to submit an 
opening statement, we’ll accept it and you will have time to ask 
questions. 

Mr. Inslee. 

Mr. Inslee. Thank you. Mr. Masters, for my opening comments, 
you may have noted that I have minimal high regard for this ad- 
ministration’s capability of dealing with this problem. And I note 
that it was something like 9 days after you put out a suggestion 
in Senate testimony that we needed to have a more transparent 
market. Is there any reason for the CFTC not to have been en- 
gaged in this information gathering before your Senate testimony? 

Mr. Masters. Not that I can think of, no. 

Mr. Inslee. And tell me what tools with existing statutes do you 
think the CFTC has to at least go in the right direction in this re- 
gard. 

Mr. Masters. One of the things which I read earlier in my oral 
testimony and it’s also in my written testimony is the Commodity 
Exchange Act enforcing that agreement — I won’t read it again. But 
we feel like if you treat index speculators, which are effectively act- 
ing very much like each other, they look like one large speculator. 
If you enforce the provisions of that Act through the CFTC — and 
maybe that would be through the FTC, I’m not sure — ^but effec- 
tively you would greatly reduce their ability to engage in index 
speculation. So that’s certainly something that you could do right 
away without — I’m not sure you really need much congressional ac- 
tion there at all to accomplish that. 

Mr. Inslee. Isn’t it true that the CFTC, for years, had been 
issuing exemptions for these index positions and had full knowl- 
edge that there were massive positions being taken in these in- 
dexes? 

Mr. Masters. That’s correct. 

Mr. Inslee. Could you — and this is an open question. Could you, 
gentlemen, compare and contrast the situation — Mr. Masters uses 
the term demand on demand as I think, as I understood his testi- 
mony about the pernicious effects of this. Does this demand on de- 
mand problem exist in other commodities? And could you compare 
this to other commodities? Should we compare it to other commod- 
ities? 

Mr. Krapels. I think a similar syndrome affects every com- 
modity that’s subject to the GSCI. The demand for paper barrels, 
if you will, or for paper positions or for paper contracts is a sepa- 
rate issue from the demand for physical barrels. And for many 
years, we’ve looked at the demand for paper barrels and just asked 
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a question, what does it take to balance that market? If you have — 
if you remember Econ 101, if you have a sudden increase in de- 
mand for a commodity, it’s a shift in the demand curve to the right, 
if you remember those awful charts. And the only way that you can 
get that market to equilibrate is if prices go up an awful lot. So 
a demand shock, which is what Mr. Masters has described for us 
today, is exactly what’s occurred in the oil market as a result of 
the commoditization of oil. 

Mr. Inslee. So could you explain the financialization for oil com- 
pared to the lack of financialization of other commodities? 

Mr. Krapels. Well, I think that other commodities have been 
financialized. What makes oil so interesting is that it is a global 
commodity. I think a lot of analysts of the correlation of oil prices 
with other economic indicators have concluded that oil makes a 
good portfolio addition for a lot of investors. So a lot of thought 
went into the pension fund’s movement to commodities. And when 
they move into commodities, they move largely into energy. From 
their perspective, it’s a rational strategy and unlike a lot of other 
speculators, there’s no malice aforethought here. They simply do 
what they have to do to keep their pensioners happy. So it’s a kind 
of an accidental overflow, if you will, into a relatively small com- 
modity market. 

Mr. Inslee. Thank you. Mr. Gheit, I want to ask you as far as 
the timing of impact, if our options are to drill in some other places 
that we haven’t drilled domestically in the United States, which I 
am told will take several years or decades, and taking some action 
to reign in some of this excessive speculation, which would have a 
quicker response? 

Mr. Gheit. We can put — we can put an end to speculation very, 
very quickly. We cannot produce oil out of those untouched areas 
very quickly. It will take 3 to 5 years, realistically speaking, if we 
start today to have a meaningful impact on our supply or demand 
function. But speculation, we can put an end to it in 30 days. If 
there is a will and there is a way to do it, we can do it. 

Mr. Inslee. There is a will. And we’re looking for a way. We 
hope to get both. Thank you. 

Mr. Stupak. Mr. Barton, for questions please. 

Mr. Barton. Thank you, Mr. Chairman. I could ask questions all 
day. So I’m going to try to limit myself My first question, I just 
wanted to make sure I understand generically what you guys do. 
Do you risk your own money or do you advise others on how to risk 
their money? 

Mr. Gheit. I will start. I don’t risk my money or other people’s 
money. I don’t risk anybody’s money. 

Mr. Barton. You don’t risk any money. So you don’t advise any- 
body? 

Mr. Gheit. I’m a research analyst. I cover 22 oil and gas compa- 
nies here in the U.S. I talk to those companies regularly. I have 
been for almost 22 years. 

Mr. Barton. I have limited time. I just need to know if you’re 
advising or 

Mr. Gheit. We advise investors. We don’t advise — we don’t ad- 
vise anybody to buy or sell crude futures. We advise investor to buy 
which stocks we think 
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Mr. Barton. I would like the next gentleman to answer. 

Mr. Diwan. I never invested in the oil market. I’m an advisor to 
a lot of people. 

Mr. Barton. Thank you. 

Mr. Masters. The answer to your question is, we do take risks 
hoth with our own money and with other people’s money. Not in 
commodities futures, though. 

Mr. Barton. OK. 

Mr. Krapels. We are consultants to the oil industry, not traders. 

Mr. Barton. OK. So you’re not playing in the market in the 
sense that you’re putting your own money up or down. You’re try- 
ing to give good advice in what the market is. The next question 
is to Mr. Diwan. If we had 100 million barrels of oil production ca- 
pacity available in the world market right now, in other words, we 
could produce 100 million barrels a day, is it your opinion that 
price would be based on the price of production as opposed to the 
marginal demand price that we have today? 

Mr. Diwan. Well, prices would be significantly lower because ba- 
sically the market will be constantly facing the risk that some of 
the OPEC producers will overproduce and increase the stocks. This 
is what happened in ’98 when demand collapsed. When you have 
a large spare capacity, you give incentive to anyone who owned 
that capacity to produce. 

Mr. Barton. Which is what we had until about 5 years ago, ac- 
cording to your chart. 

Mr. Diwan. Exactly. And we built that spare capacity, if you 
want, by accident, over the ’80s when we significantly reduced de- 
mand. And — or when prices were very high and we were able to 
invest to increase production. The problem we have right now here 
is we have very high prices, but that has not changed the supply 
function. We have not been able to increase our supply globally 
outside of OPEC over the last 5 years which tells me there is a 
problem and that problem in a way is what’s attracted a lot of 
money into the oil complex. 

Mr. Barton. I want to go to Dr. Krapels next. And I’ve had con- 
versations with all the major CEOs of the American oil companies 
in the last 4 or 5 years, in some cases, the last 4 or 5 weeks. And 
what Mr. Gheit said earlier about — he didn’t mention by name. But 
I know who he’s talking about because I had that same conversa- 
tion 2 years ago when the prices started jumping up in the $70 to 
$80 a barrel range, I was told that those prices couldn’t last, and 
so the majors didn’t make the capital investments. In some cases 
they didn’t have places to invest in. And in other places they just 
didn’t believe that the high prices were realistic. Dr. Krapels, do 
you believe now that there’s enough evidence over the last 2 years 
that it would make sense for the major privately owned oil compa- 
nies of the United States to make these huge investments based on 
$100 a barrel oil or $120 a barrel oil? 

Mr. Krapels. No, sir. I don’t think they’re going to make those 
investments. I think they will be looking at on the margin, some- 
thing like the Tarsans in Canada as perhaps the marginal — the 
large source of marginal supply. And that could be recovered in the 
$60 per barrel category. I don’t know a single oil company that 
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would make $100 investments because I think they believe this 
price is unsustainable. 

Mr. Barton. Let me ask the next question. Since you gentlemen 
are reputedly some of the most expert people in the United States 
on where the oil markets are, if you were advising Exxon-Mobil or 
Chevron Texaco or Conoco-Phillips, what price would you advise 
them on to base their investment decisions on in terms of major 
capital investments for new production? What’s the price you would 
advise them on? 

Mr. Gheit. Let me take this question since I talk to these compa- 
nies on a regular basis. I would say between $45 to $60, no more 
than $60. Actually, they said themselves they do think that any oil 
company that spends an oil price above $60, they would be very 
disappointed 

Mr. Barton. Forty-five to sixty. Thank you. Mr. Diwan. 

Mr. Diwan. Well, it is the chicken-and-the-egg thing here, be- 
cause what you have at the same time oil prices rising to $140, but 
if you invest too much money. Wall Street will slam you because 
you are overinvesting. If you are investing, if you believe these 
prices will stay. So you have — if you want the mechanism. I think 
certain marginal projects right now are invested at $100 in the oil 
sand. And the reason I think the prices are much higher is because 
we need the very big energy input. 

Mr. Barton. What price would you put your reputation behind? 

Mr. Diwan. Below $100. 

Mr. Barton. Below $100. OK. Next, Mr. Masters. 

Mr. Masters. That’s not going to be my field of expertise but I 
would think that price would be below $100. 

Mr. Barton. OK. Below. Dr. Krapels. 

Mr. Krapels. Congressman Barton, did you see the movie There 
Will Be Blood? 

Mr. Barton. I have not. I do know who Pogo was. I’m one of the 
few people old enough to remember Pogo. 

Mr. Krapels. There is a wonderful scene in that movie of a man 
in California digging a deep well until he reaches oil. And I went 
to the movie with my wife. And we said, that’s the marginal pro- 
ducer. He’s dug a well by hand and that’s the $130 per barrel oil 
right there. I’m in the $60 camp. 

Mr. Barton. Are we going to have another round, Mr. Chair- 
man? 

Mr. Stupak. Yes. 

Mr. Barton. I will yield back. 

Mr. Stupak. Thank you. Mr. Green for questions. 

Mr. Green. Thank you, Mr. Chairman. Like my colleagues, I 
apologize for being late because this is an issue that’s so important 
to our country. And I’d like to ask unanimous consent that my 
statement be placed into the record. 

Mr. Stupak. Without objection. 

[The information follows:] 

Statement of Hon. Gene Green 

Mr. Chairman, thank you for holding this second O&I hearing today on energy 
speculation. 

This hearing could not be more timely. 
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Gas prices are hovering over $4 a gallon nationwide, and every day I hear from 
constituents back home asking me what Congress can do to bring down the sky- 
rocketing cost of energy. 

As a Representative from Houston, Texas — the energy capital of the world — I 
know there are no easy answers or quick fixes. 

Energy prices are set on the world stage and are influenced by a variety of fac- 
tors. 

Global crude prices, increased demand from India and China, reduced energy sup- 
plies, extreme weather conditions and geopolitical events all play a part in price for- 
mation. 

While I agree that as a nation we should both conserve and invest in renewable 
sources of energy, I also believe we need a long-term strategy of increasing domestic 
oil and gas supplies to help mitigate basic supply and demand fundamentals. 

I hope with today’s prices many of my colleagues will agree to this basic tenant 
of a balanced energy policy. 

What also concerns me are reports by several economists and analysts that ques- 
tion whether the standard economic principles of supply and demand are no longer 
the primary factors affecting energy prices. 

In recent years, the percentage of physical hedgers who actually rely on the mar- 
ket to lock in future selling prices is being dwarfed by the entrance of speculators 
who never take physical delivery of oil and gas supplies. 

Some estimate that commodity index speculation has increased 1900 percent since 
2003, and the number of futures contracts has also hit record levels. 

Commodity index speculators — comprised of sovereign wealth funds and pension 
funds — are entering the market in droves to diversify their portfolio assets and 
hedge against inflation. 

Foreign boards of trade, which operate outside of the jurisdiction of the Commod- 
ities Future Trading Commission, are also heavily trading West Texas Intermediate 
futures contracts here in the U.S. 

If energy prices are indeed being manipulated by the influx of speculators and un- 
regulated foreign boards of trade, the consumer runs the risk of paying distorted 
prices to drive, fly, and heat and cool their homes. 

Legislation has been proposed in this Congress, including by my good friend 
Chairman Stupak, that seek to bring more accountability to commodity trans- 
actions. 

Our highest priority in Congress should be to foster fair, open, and transparent 
markets for American consumers, businesses, industry, and utilities. 

Mr. Chairman, I hope today’s panel will help flesh out these very complex issues, 
and I look forward to working with you and other members on improving the trans- 
parency of our energy markets. 

I yield back the balance of my time. 


Mr. Green. Mr. Masters, according to the CFTC data, ag institu- 
tional investors are overwhelming on the wrong side of the market 
in ag subsidies in betting that prices will continue to rise. Do you 
think that’s true with energy as well? If so, why is that given that 
many analysts believe prices are too high and are due to a down- 
ward correction? 

Mr. Masters. So the way that institutional investors today are 
predominantly investing in the commodities futures markets is 
through a strategy called index replication. This is based on the 
Goldman Sachs and the Dow Jones AIG index of commodities. In 
the Goldman Sachs index, for instance, there are 25 key commod- 
ities. When they invest, they invest in every one of these commod- 
ities simultaneously many times. I mean, they’re buying an index. 
And so whatever weight that index is, is for that specific com- 
modity future, is in that index, is what they’re going to invest in 
that specific commodity. 

So, for instance. West Texas Intermediate, they’re going to put 
40 percent of every dollar they put in the index into West Texas 
Intermediate because 40 cents of the dollar goes in there by virtue 
of the index. 
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For some of the other commodities, like wheat, I believe, that’s 
2 percent. 

Mr. Green. I only have 5 minutes. We may have a second round. 
But if you could give us a more concise — I have questions for the 
other panelists. 

Mr. Masters. OK. 

Mr. Green. But that’s generally the idea? 

Mr. Masters. That’s generally the idea. 

Mr. Green. Has rapid run-up in oil prices adversely affected oil 
producers who have sold their production at lower pricer earlier? 
And has this led margin costs? And how costly has this been? 

Mr. Masters. That’s been a very big issue. You know, some of 
the investment banks have said, well, we should really be ap- 
plauded for helping drive up prices because this has allowed other 
hedgers to be able to hedge at higher prices. And I agree with them 
that they’ve helped drive up prices. More importantly though 

Mr. Green. I think they would probably be in a really small mi- 
nority in our country, even from the oil patch where I come from. 

Mr. Masters. Yes, sir. Right now the problem is, as you suggest, 
many people that used to hedge because of the price volatility 
that’s been created in these markets are now not hedging. So some 
of that supply that would have come on the market is not coming 
on the market because people are literally afraid to hedge. We’ve 
talked to a lot of physical producers, some of which did hedge at 
much lower prices and have had to cover or rebuy what they sold 
at much higher prices which has had a very — in some cases force 
them out of business. 

Mr. Green. OK. I have a question for all the panelists, John 
Hofmeister, the previous CEO of Shell, recently suggested by re- 
stricting access to domestic supplies, U.S. policymakers are sending 
a signal to investors that output would be constrained, thereby 
driving up the price. He said, “there is no confidence that we can 
explore and produce more barrels given the United States is not 
letting us do it, and that it’s preventing people from having opti- 
mist outlook on oil futures. So it looks like demand will continue 
to run ahead of supply.” Do you agree with this assessment? And 
would increasing domestic supplies of energy here at home send 
the right signals to investors, for that matter, foreign nations that 
the U.S. is serious about meeting its own energy needs, thereby re- 
ducing speculative prices? 

Mr. Gheit. I agree. 

Mr. Diwan. They think the problem is bigger than just the 
United States being able to produce more. The question is, can the 
world produce more and where is that oil going to come from. 

Mr. Krapels. I agree with Roger. There’s a limit to how much 
more we can produce. Even if we open everything up — all of our 
frontiers areas. But it sure would send the right signal if we did. 

Mr. Masters. I would just go back to what I said before about 
there’s an acute problem and there’s a chronic problem. And the 
chronic problem is long-term energy security. The acute problem is 
financial speculation in the commodity futures markets. 

Mr. Green. Mr. Chairman, I know I’ll wait for the second panel. 
But I appreciate the opportunity. There are a lot of things we can 
do. And I think your effort is in one of them as we look at the spec- 
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ulating market. But there are other things that we can do that 
would actually make the price of fuel much cheaper for our con- 
stituents. Thank you. 

Mr. Stupak. Thank you, Mr. Green. Mr. Burgess is not here. Mr. 
Walden for questions. 

Mr. Walden. Thank you, Mr. Chairman. I appreciate that. You 
know, farmers are very good at reducing the price of their crops. 
They do so by reacting to price signals and when wheat or corn 
prices are high, they all rush out and plant wheat or corn, what- 
ever is high. As a commodity, the oil market is not much different. 
It would — you’d think that with prices at this level, there would be 
avid exploration so you could take advantage of it. Mr. Diwan, is 
that not the case in the oil market? 

Mr. Diwan. Well, you need to have access to areas which have 
good reserves to explore and to produce. And this is really the first 
time when you have such an increase in prices where we have not 
had a response on the supply side. And there’s a lot of reason for 
that, not only that you don’t have access to the best basins in the 
world, 77 percent of the world reserves are closed basically to oil 
companies. 

Mr. Walden. Where are best basins? 

Mr. Diwan. In OPEC countries or in Mexico or in a number of 
areas where you do not have access to the reserves. The other issue 
is, you have a lot of aging fields where the decline rates are accel- 
erating. So even if you are bringing a lot of new supply on the mar- 
ket, it is just replacing what we’re losing every year. So to recall 
on our jargon, the wedge, and that wedge is growing bigger and 
bigger every year. So if you bring 4 million barrels per day of new 
supply this year, you basically stay put because you have lost 4 
million barrels per day. 

Mr. Walden. So supply and demand does play a significant role 
in the decisionmaking by those in the market? 

Mr. Diwan. Absolutely. And there’s a supply narrative, this no- 
tion that we don’t have supply increase in the future which has 
brought up a lot of the financial players in the market because ba- 
sically they’re not taking a lot of risk here. Due to the way I de- 
scribe it is you really have two types of news in this market. You 
have the bullish news, when something happens in a small country 
or you lose a little bit of production or the very bullish news when 
something big happens like in Nigeria. You don’t have risk on the 
downside. And that shift of the risk from all upside to little down- 
side is what’s attracting the speculators to the market. 

Mr. Walden. And by that — I’ll wait. You see you won the prize 
for the best answer. There will be six of them. We’re adjourning the 
House right now, I think. 

So by that, you’re saying that there’s little risk that we’re going 
to add significantly to supply, which is why then the speculators 
continue to bet long saying, I don’t see the price coming down. 

Mr. Diwan. Correct. What can bring really the prices down in 
this environment is a demand going down, and for demand to go 
down as we see it right now, it takes prices to increase. So as the 
more you push prices, the more you’ll increase risk. But we — it’s 
difficult to manage in the demand collapse if you don’t have an eco- 
nomic collapse. 
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Mr. Walden. Well I’ll tell you, in my part of the world, there are 
people who are beginning to think we are having that economic col- 
lapse. When you look at the doubling of the price of fertilizer and 
diesel and every other input and then you go to the grocery store 
and the price of food’s going up. I’ll tell you, family budgets are in 
pretty bad shape. 

Mr. Diwan. But in the rest of the world, demand is still growing. 
So we still have a decent demand growth right now despite these 
prices. And the reason is price subsidies. So if you look at the de- 
mand growth in the world, it’s really concentrated in two areas of 
the world. It’s in China. It’s in the Middle East. And it’s in some 
countries which have large mining operation because you have the 
commodity boom. So the demand in these areas is not very respon- 
sive to prices so it continues to grow. 

Mr. Walden. Because demand in the U.S. has actually gone 
down, hasn’t it, at the steepest curve since World War II. It used 
to be if that happened, we’d affect the market and the price, right? 

Mr. Diwan. But that’s been the trend if you want over the last 
6 years. If you take the global growth and demand over the last 
6 years, the cumulative growth of demand over the last 6 years, 
over 80 percent has happened among the OECD countries. So the 
OECD countries, developed countries have a smaller impact on the 
demand side because of the price signals, because of policies being 
put in place, et cetera, et cetera. While where you have price sub- 
sidies, demand keeps growing because you have population growth 
and economic growth. 

Mr. Walden. So it looks like you have a three-part problem here. 
One is the weak dollar which is related to our economy. Two is the 
transparency, perhaps, in the trading itself and new investors com- 
ing in that never planned to take possession of the oil or the gaso- 
line. And three is this belief and probably based in reality that no- 
body’s turning up the spigot or they can’t. 

Mr. Diwan. They can’t. 

Mr. Walden. Because some of those fields are actually going 
down, not up. And meanwhile the United States puts 80 to 85 per- 
cent of its offshore oil potential out of reach by Federal law and 60, 
70, 75 percent of the onshore is not accessible by Federal law. And 
there’s no evidence we’re going to change those laws. So from a 
U.S. perspective, unless we change the law, which I think we 
should, and at least send a signal that we are serious about becom- 
ing more energy independent, we’re going to continue to see these 
high prices. 

Mr. Diwan. Correct. But the way we look at it, we try to look 
at it globally. It’s very difficult to imagine how the world is going 
to produce 15 million barrels per day more than what we are pro- 
ducing now, and how that world is going to be able to consume 100 
million barrels per day. 

Mr. Walden. And one final question, if I could, you said earlier 
I believe — I had to step out for a minute — but in terms of price sig- 
nals for the future, something under $100, right? 

Mr. Diwan. Correct. 

Mr. Walden. How far under $100? $30? $99? 

Mr. Diwan. To produce energy it requires a lot of energy. So the 
higher the price, the higher the marginal cost. We are seeing right 
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now some investment where the companies are assuming prices 
over $80. 

Mr. Walden. Wow. 

Mr. Diwan. And if prices shoot down below that or below, at $60, 
all the marginal projects above $60 will immediately stop and that, 
again, will impact on the supply and it will further reduce supply 
and accelerate the decline rates. 

Mr. Walden. All right. My time has expired. Mr. Chairman, 
thank you. Thank you to our panelists. 

Mr. Stupak. Thank you. Mr. Ross for questions, please. 

Mr. Ross. Mr. Chairman, thank you for including me, allowing 
me to be a part of this subcommittee for the purpose of this discus- 
sion today because this is, in my opinion, a very critical issue fac- 
ing our country and, quite frankly, the world. I think from what 
we’re seeing happening in the energy market has a lot to do with 
this economic recession that we’re in and how fast we get out of 
it. 

Mr. Ross. My question for any of you who — in any form or fash- 
ion — participate in either trading or encouraging others to trade in 
the futures market, could I just get a show of hands? Which ones 
of you are involved in that, anyone? No one will admit it? So let 
me ask you this: do you know people who trade in the futures mar- 
ket? 

Mr. Diwan. Sure. 

Mr. Krapels. Of course. 

Mr. Ross. Everybody does. In your opinion, doesn’t have to be 
scientific, but based on your expertise, what percent of those who 
play the market could actually accept delivery of diesel fuel or gas- 
oline if they had to? 

Mr. Krapels. It’s a tiny fraction. It’s less than 1 percent of all 
the trades that are done physically. 

Mr. Ross. So all the people playing the markets on diesel and 
gas and oil and all that, you’re telling me that that’s the 1 percent 
of all those that are doing that could actually set delivery if they 
had to? 

Mr. Krapels. That’s correct. 

Mr. Ross. Everybody agrees to that? 

Mr. Masters. I think it may be a higher number than that. Be- 
cause many physical players could accept delivery but they typi- 
cally don’t accept delivery. They typically are just using the futures 
markets as a hedge. 

Mr. Ross. What would happen to oil and gas prices if only those 
that could accept delivery were able to 

Mr. Diwan. Well, you can go back to a very small market. But 
if you have also a very small market, it’s much easier to manipu- 
late. So liquidity is very important. If you have only a few pro- 
ducers and a few consumers, the big producer or the big consumer 
could have enough muscle on that market to have a big impact on 
prices. So reducing market dramatically I’m not sure is a way to 
avoid manipulation. 

Mr. Ross. Mr. Chairman, I would 

Mr. Stupak. If I may 

Mr. Ross. I yield to the Chairman. That’s the only question I had 
for this panel. 
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Mr. Stupak. Let me ask this question, and it’s a little bit along 
the lines of what Mr. Ross was just asking. And Mr. Walden 
brought it up about other areas that should be open to exploration 
in the market. But there is a proposal right now that there are 40 
million acres on the Outer Continental Shelf that’s not being used 
for exploration tied up in these leases. Should those leases, much 
like we do on timber sales, you can only hold them for 5 years, if 
you don’t use it, then you lose that lease? Would that help this sit- 
uation? They are talking about go and drill elsewhere, but we have 
40 million acres that are tied up that no one’s drilling on. Should 
we use-it-or-lose-it type proposal? Mr. Gheit. 

Mr. Gheit. This is definitely a good thing to keep oil companies’ 
feet to the fire. If they don’t develop the technology, if they are not 
willing to invest, I have no problem to renew the leases every 5 
years. Let somebody else take a shot at it. You just don’t hold it 
for future technology 20 or 30 years from now. Hoarding land is 
just as bad as anything else. 

Mr. Diwan. Well, again, I think this is a bit simplistic. If you 
look at what’s happening in the U.S. the service sector is totally 
overheated. We don’t have enough people. We don’t have enough 
companies. We don’t have drill shifts. We don’t have enough of ev- 
erything. We went through 20 years of underinvestment. Now 
we’re back into the super cycle of investment. The industry is real- 
ly working very hard. The notion that they’re just sitting on the 
land and hoarding, I mean, when you work with oil companies, 
they’re looking constantly where to put more money in the ground 
to produce more oil at these prices. If they’re not willing to produce 
oil at these prices, they should be in a different business. 

I don’t know a lot of oil companies who are not willing to invest 
at these oil prices. The question is, are the land they are sitting 
on propitious for production? Do we have technology to look? Do we 
have technology to drill? Do we have the technology to hook up all 
of these things? 

Mr. Stupak. Why should the Federal Government put up more 
land if you are not drilling on the land you already have leased? 

Mr. Diwan. Well, the question is, are the lands that they have 
right now good land or not, or cow pasture? That is the question 
and when you look at an oil company every year they have a budg- 
et to spend and they are trying to push that budget as much as 
possible. They take the best land they have and they drill those 
first. And the next year they do the same and the same and the 
same. 

Mr. Stupak. But obviously they thought there was some value 
there or they never would have bid for the lease rights to begin 
with. 

Mr. Diwan. Right. If you look at the economics of exploring and 
producing oil, the cheapest part is the land. So it’s easier to get a 
lot of land than get a lot of drill ships. 

Mr. Green. Mr. Chairman, if you would yield just briefly. 

Mr. Stupak. Sure. 

Mr. Green. Having owned pine trees before and comparing that 
to an oil lease, pine trees can grow up very well on an acre of 
ground, but obviously we don’t want to put a derrick on every acre 
of ground. And if you have 1,000 acres, you’ll go where you think 
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your seismograph is the hest. So I think it’s a false comparison. 
And we’ll dehate that prohahly on the floor pretty quick. But to 
compare this, I don’t mind a use-it-or-lose-it because if somebody 
is sitting on potential production, I want them to do it. But I think 
the numbers are probably not as — compared to a timber lease as 
you would. 

Mr. Stupak. It’s a good analogy. That’s why you call it paper 
barrels. 

Mr. Ross. Mr. Masters, do you care to comment on that, or Mr. 
Krapels? 

Mr. Krapels. No. I think Roger has it right. 

Mr. Stupak. OK. I go to Mr. Burgess for questions. Mr. Burgess, 
please. 

Mr. Burgess. Thank you, Mr. Chairman. 

Mr. Masters, if I could, on your four-point plan that you’ve out- 
lined for us, and thank you for doing that, step four you talked 
about investigate physical hoarding of commodities by investors. 
Do you have current evidence of this occurring? 

Mr. Masters. Yes. 

Mr. Burgess. And have you made it available to the committee? 

Mr. Masters. I think we have, yes. 

Mr. Burgess. All right. Mr. Chairman, I would just respectfully 
ask that that be shared with us if for some reason I don’t have 
that. 

Mr. Masters. That wasn’t in the footnotes. It’s in the footnotes, 
but the actual documents we’ve submitted to the Chairwoman. 

Mr. Burgess. All right. Bloomberg on their print side in the 
June 16th — in the June 16th article, they talk about 15 super- 
tankers stationed in the Persian Gulf capable of storing more than 
30 billion barrels of crude, according to ship-tracking data compiled 
by Bloomberg. Do you have any information about that? 

Mr. Masters. I’ll defer to Roger. 

Mr. Diwan. Yes, we do actually. You have 15 or more tankers 
full of uranium crude. It’s a very heavy crude, it’s very difficult to 
sell, and there’s no market it for it right now. So the Iranians have 
two options. One is to store it or to shut the field; and the other, 
store it and wait for the demand to emerge when the refiners come 
back for maintenance. It basically outlined that some segment of 
the market, the one for heavy crudes, is actually very sloppy, and 
there’s not a lot of demand for it. 

Mr. Burgess. Now, I guess one of the things I’ve never under- 
stood is in this whole run-up of gas prices, is why diesel shot up 
so much faster than refined gasoline, and would this type of crude 
not be suitable for recovering diesel fuel? 

Mr. Diwan. If you have the refinery tools to do it, yes. The prob- 
lem is in spring in general refiners go under maintenance. But 
there’s a different reason why diesel is doing well and gasoline not 
doing very well. Gasoline is a U.S. fuel. So if U.S. demand for gaso- 
line is down, global gasoline prices are not going to do very well. 
Diesel is really a global commodity, and when you have high 
growth rates in China and the Middle East, it’s mostly for diesel. 
So diesel is a broader commodity than gasoline in that sense. And 
the strength and demand both in China and the Middle East is 
really about diesel. 
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Mr. Burgess. OK. Thank you. 

Staying on the four-point plan if we could for just a moment. Dr. 
Krapels, do you have an opinion on the step one that established 
limits that apply to every market participant? I assume here we’re 
talking about the amount that must be put up for margin and the 
ability to take possession of a commodity where the contract is bid 
upon. 

Mr. Krapels. Am I in favor of position limits? 

Mr. Burgess. Yes. 

Mr. Krapels. Yes. 

Mr. Burgess. And is that — of all the four proposals that are 
there before us, is that the one that is likely to have the most im- 
mediate and profound impact on the price? I know Mr. Masters 
thinks so because he wrote it and put it first. I read Dr. Krapels. 
I would be interested in your opinion. 

Mr. Krapels. I think it would, of the four different recommenda- 
tions that are practical, and they’re likely to be acceptable. I think 
that is one that would get the biggest bang for the buck. 

Mr. Burgess. So it has a score, scores high on the practical 
scale. It doesn’t seem to me to be that difficult, but then I’m not 
a great student of petroleum engineering. Would this be difficult to 
enact and create or create and enact? 

Mr. Krapels. From a legislative or regulatory standpoint? 

Mr. Burgess. From a regulatory standpoint. 

Mr. Krapels. I would think not. 

Mr. Burgess. I wouldn’t either. And if step one by itself were 
taken without all the other steps taken, would that move us closer 
to that marginal price that we’ve heard talked about this morning 
on the panel? 

Mr. Krapels. I think it would help. And the devil is in the de- 
tails. How quickly would we establish those limits; would it be 
phased in or an immediate approach? 

Mr. Burgess. Well, and that’s actually one of the things I want- 
ed to ask about. What is the danger in enacting this too quickly? 
If we’ve already seen some of the difficulties we’ve had in the fi- 
nancial sector of our economy, is there an unforeseen consequence 
of moving too quickly in this regard, or should we just simply work 
to get this, at least step one, enacted and bring the cost down close 
to the marginal cost of production? 

Mr. Krapels. I may be different from my fellow panelists here. 
I think you would want to take your time and give people some 
time to unwind their positions. And I think if you don’t give them 
time, I think there could be substantial damage. 

Mr. Burgess. What is the timeline likely to look at? 

Mr. Krapels. I would give market participants a year in which 
these sorts of limits would become enforced. 

Mr. Burgess. And are our other panelists in agreement with 
that? 

Mr. Masters. I think that’s too long. I don’t think that’s nec- 
essary. 

Mr. Burgess. A year is not necessary? 

Mr. Masters. A year is more — I mean, that’s — look, I mean, one 
of the things that’s important to understand is that because com- 
modities are uncorrelated with other asset classes, and then I don’t 
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consider commodity futures an asset class to begin with, so I’ll just 
say that on the record, but they typically behave in ways that are 
different from other parts of one’s portfolio. So it’s very likely that 
prices of commodity futures, and therefore prices of commodities, 
would come down relatively quickly. 

Now, the interesting thing about that, because today the vast 
majority of institutional investors’ funds are still in stocks and 
bonds, it is also very likely that those prices would go up relatively 
quickly. So, yes, they’re going to lose on their commodity position, 
which on a gross average is roughly 1 percent of their portfolio, but 
with a 50 percent or more position in common stocks and fixed in- 
come, they’re going to way offset that in the benefit that they get 
in the rest of their portfolio. So this would actually have a very 
powerful positive effect on their portfolio. 

Mr. Burgess. Unless they were invested in the financial sector. 

Thank you, Mr. Chairman. I’ll yield back the balance of my time. 

Mr. Stupak. Mr. Rogers for questions. 

Mr. Rogers. Thank you, Mr. Chairman. Thank you for allowing 
us to participate today. 

Can you give me some comparable asset classes to oil and how 
they might be regulated? And I’ll open it up to any panelist. Is 
there anything comparable to oil, Mr. Masters? 

Mr. Masters. Commodity futures, we don’t consider that an 
asset class to begin with. They’re not capital markets. One of the 
issues here is that capital markets investors have sort of imputed 
some biases on the commodity futures markets. Commodity futures 
markets are much smaller. They have a different set of regulations 
than capital markets, and because of that, they should be treated 
on a much different basis. 

Mr. Krapels. I think within the energy sector natural gas seems 
a little bit like oil, if that’s the drift of your question. 

Mr. Rogers. And it’s regulated differently? 

Mr. Krapels. I think it’s regulated in many of the same ways as 
crude oil is. And it has some of the same characteristics in terms 
of the inflation of potential speculator positions in the natural gas 
market. 

Mr. Rogers. And so what I heard today was that it’s not just 
speculators. Speculators are certainly a problem in the market. But 
we do have a demand and supply issue as we move forward. So 
something comprehensive both on the demand and the supply side 
is probably the best policy as we would move forward if we wanted 
to impact both prices and our ability to be immune, if you will, 
from governmental changes on demand. Is that correct? I mean, 
nuclear, coal-to-liquids, alternative energy, hydrogen, lithium ion 
battery, all of the things that we talk about now, including impact- 
ing supply, that would be on the demand side. But impacting sup- 
ply with production would be helpful, wouldn’t it? 

Mr. Krapels. If I may, may I just take 2 minutes on that? I com- 
pletely agree. If you remember Roger’s graph where the price went 
to $65 and then $75 and then $80, and then it shot up in the last 
$50 to $60 of price escalation. As a commonsense matter, it’s an 
issue of degree of price pressure. At $70 and $80 a barrel I think 
we will develop a lot of alternative technologies in the electric 
space. I think we’ll develop a lot of conservation initiatives in the 
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transportation sector. It’s the $80 to $130 that it just seems as a 
matter of degree unreasonable and not very useful. And it’s not 
being priced into the investment decisions of most companies that 
we know. 

Mr. Rogers. Go ahead, sir. 

Mr. Gheit. I just want to make a comment. The oil markets are 
not free markets. Let’s start with that. The reason that oil prices 
do not respond to supply and demand fundamentals is because sup- 
ply and demand fundamentals are also dictated by government 
houses and politics. When Russia shuts off its resources, when 
Saudi Arabia and the rest of OPEC said, you can’t come in here. 
So there are artificial supply constraints, if you will. 

On the demand side, as Roger said, OPEC and China and other 
countries subsidize oil prices, so therefore consumers do not feel 
the pressure that we are feeling here. So government policies obvi- 
ously have a tremendous impact on why oil and gas supplies fun- 
damentally do not respond to market rules. 

Mr. Rogers. And so you had a whole bunch of people pulling out 
of equities, you had a market that clearly is shown by government 
policy we were not going to increase supply, at least made an at- 
tractive market for these folks to jump into, rightly or wrongly, 
helped create the problem, didn’t it? 

Mr. Gheit. But one more thing. For us to think there is one sil- 
ver bullet, if you will, that’s going to take care of all this problem, 
we’re kidding ourselves. 

Mr. Rogers. I agree. So you agree that it has to be a whole se- 
ries of things, and there’s not a silver bullet; it is a bullet? 

Mr. Gheit. It has to be the complete course of fuel. 

Mr. Rogers. Including more domestic supply? 

Mr. Gheit. Everything should be on the table. 

Mr. Rogers. And I happen to agree with you 100 percent. And 
I just want to make sure we don’t have unintended consequences. 
I know there’s a lot of public pensions involved in this. And, Mr. 
Masters, I know you said that you could do it in less than a year. 
I mean, I know you’re in the Virgin Islands. I assume you made 
that decision based on tax issues. I mean, that’s an unintended 
consequence. We don’t want you to be in the Virgin Islands. We 
would like you to be here. So government policy has that impact. 

What happens to that $260 billion that you say screws up the 
discovery point, and how do you get from $260 to $4 billion without 
some of these public pension plans really getting turned upside 
down within a year? That concerns me. 

Mr. Masters. Well, the way that happens is that, again, as I just 
described, these allocations in many cases are less than 1 percent 
of the portfolio. You’re talking about a portfolio, if you will, across 
the board of these institutional investors that’s roughly $29 trillion. 
So $260 billion, while it sounds like a lot of money, and it is, it’s 
a lot less than $29 trillion. 

And so just the way the math works is let’s say that you’ve got 
$15 trillion in equities, and that $260 billion goes to zero; let’s say 
the price of commodities goes to zero. That $15 trillion is going to 
go up probably by at least 10 percent. So you’re up $1.5 trillion on 
your portfolio, you’ve lost $260 billion on your commodity side, 
you’re still ahead by $1.2 trillion. That’s not a bad trade. 
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Mr. Rogers. But that doesn’t have industry-specific con- 
sequences. I look at the airline industries as an example. That 
$260 billion is only a small fraction of the $29 trillion; however, it’s 
having 1,000 percent impact on their ability to compete and sur- 
vive. And it’s not just them. It’s trucking organizations, it’s small 
midline and shortline haulers. And so that $^260 billion may be a 
small part of the overall investment scheme, but it is having a tre- 
mendous impact, I would argue, on what advice and counsel you’re 
giving people in the equities market, isn’t it? 

Mr. Masters. Well, I think that having commodity prices come 
down, and the airline people can speak to this later, would be a 
great benefit to the truckers and to the airlines. 

Mr. Rogers. And to consumers. 

Mr. Masters. And definitely consumers. So you would have a 
much greater effect. 

And just to make a point, the likely reason that the equity mar- 
ket would go up in value was because investors would rightly un- 
derstand that, hey, this is a good thing for the economy, this is 
going to help things move forward. 

Mr. Rogers. Thank you, Mr. Chairman. 

Mr. Stupak. Mr. Dingell for questions, please. 

Mr. Dingell. Mr. Chairman, thank you. 

Mr. Gheit, your testimony has been most helpful. I believe you 
said that we could end excess speculation in 30 days if we had the 
will to do so. Now, I would really like to know what is it that we 
should do to accomplish that purpose, please. 

Mr. Gheit. Well, the first thing we should do is to raise the mar- 
gins requirement to 50 percent. That will slow the volume signifi- 
cantly. Two, you put a trading limit that will also curtail a trading 
volume, and then force all the financial players to fully disclose 
their position. That will also have an impact. 

So it is going to be step by step, but if we put this legislation 
and we give these people 30 days to get out of their position, that’s 
plenty of time. After all, they are big boys, they made a lot of 
money. And as other people on the panel said, an impact on the 
rest of their holdings would be significantly greater than the down- 
side from their oil holdings. But we definitely can get this thing 
done very quickly. 

Mr. Dingell. Now, I believe you have said then that we should 
attack margins; is that right? 

Mr. Gheit. The margin requirements. 

Mr. Dingell. Margin requirements. All right. That runs about 5 
percent now? 

Mr. Gheit. Yes. 

Mr. Dingell. But there are loopholes that permit it to be done 
at lower or no margin whatsoever. Now, what should we raise that 
margin to, and how should we go about doing it? 

Mr. Gheit. Well, a margin on stocks is 50 percent. Commercial 
players, like airlines and the oil industry, should still keep the low 
margin requirement, which is 5 to 7 percent. 

Mr. Dingell. Because those are people who are honestly hedg- 
ing? 

Mr. Gheit. Correct. They need that to protect against the com- 
modity risk. But those who are coming here just to hold an elec- 
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tronic barrel in the hopes of getting the price higher, they are abso- 
lutely, in my view, no value. They don’t create an economic value 
in the process. What they do, they make money themselves, but ob- 
viously that is at the detriment of the rest of the economy. It’s basi- 
cally the few make a lot of money, but a lot of people lose a lot of 
money. 

Mr. Dingell. Of course, that’s true with the commodities mar- 
kets anyway. That’s a place where the little guy gets skinned, and 
the big guy does fine? 

Mr. Gheit. Yes, right. 

Mr. Dingell. Now, what should the margin go to? You’re indi- 
cating 50 percent. 

Mr. Gheit. Fifty percent. 

Mr. Dingell. Fifty? 

Mr. Gheit. 5-0, correct. 

Mr. Dingell. Now, the other things, if you would come back 
again and address them, please, again, Mr. Gheit. You said there 
were other things. Is the margin requirement the only thing? 

Mr. Gheit. The margin requirement is the most critical, and 
then the volume limitation. 

Mr. Dingell. OK. 

Mr. Gheit. We should hold the financial players to a percentage 
of the physical market. If the physical market is trading whatever, 
a million contracts a day, we should establish a limit for the finan- 
cials, no more than 10 percent of the physical market. You don’t 
want the financial market to be bigger than the physical market 
basically. 

Mr. Dingell. All right. Now, I have a couple of other concerns 
which I find very difficult. First, the foreign board of trade loop- 
hole, that’s been called the London loophole by my friend Senator 
Levin. This allows foreign boards of trade, such as ICE Futures, to 
trade futures in the United States, but avoid registering as a des- 
ignated contract market. They get this loophole from the CFTC 
through a, quote, “no action letter.” Once exempted, the exchange 
is not subject to the requirements imposed on U.S. exchanges by 
CFTC. 

Now, there are a couple of others here. The Enron loophole. As 
a part of the Commodities Future Modernization Act of 2000, the 
Enron loophole created an exemption for large energy traders over 
$10 million in assets to trade futures on unregulated markets 
called exempt commercial markets. ICE has exploited this loophole, 
and so its markets grow rapidly. This is also, by the way, known 
as the Goldman Sachs — no. I’m sorry. We’re going to come to Gold- 
man Sachs. 

Then the swaps loophole, which is the Goldman Sachs loophole. 
Commercial operations like oil producers or farmers are exempted 
from speculation position limits if they have a bona fide price risk 
tied to the purchase or sale of a physical commodity. These specu- 
lative position limits are there to prevent excessive speculation. 
However, in 1991, CFTC began to classify swaps dealers on Wall 
Street as bona fide hedgers — I’m curious how they did that — and 
based on the argument that they have a price risk tied to financial 
investments in commodity index investments. Now, there are 15 in- 
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vestment banks and funds with CFTC exemptions under this as it 
has grown. Would you address these, Mr. Gheit? 

Mr. Gheit. Basically what I am suggesting is that we cannot 
close the door and leave the windows open because these people 
have a way to conduct their trading outside of the U.S. So unless 
and until we have a level playing field, it is not really going to bear 
fruit. So we have to apply the same rules that we have here in the 
U.S. to the ICE or any other market. 

Now, the regulators in the U.K. Claim that if they clamp down 
on traders on ICE, they are going to go to Dubai or other places. 
But again, my recommendation here is to require any company 
doing business in the U.S. to only do their hedging on exchanges 
that are sanctioned by U.S. laws; otherwise it’s an illegal business, 
it’s money laundering. Basically that’s it. 

Mr. Dingell. Thank you. 

Other members of the panel, I want to express my thanks to 
each of you gentlemen for your assistance to us. Would you each 
give your comments on the questions that I have raised to Mr. 
Gheit, please? Do you agree, disagree, do you have other comments 
that you would like to lay before us, please? 

Mr. Diwan. Well, the problem is we don’t have data to make 
clear judgments. We don’t know how many of these index funds are 
using the loophole, and we don’t know if they are above the limits 
that they are supposed to own. So if we put the limits, we don’t 
know. There’s a few large indexes with very big positions, and if 
we close the loophole on the limits, they’ll come below that. Or if 
there is a lot of pension funds with small positions, then imposing 
a limit doesn’t do much. We don’t know that. We don’t have the 
data. 

So I think it will be important to close all the loopholes, because 
then you have a level playing field, and we’ll see what happens. So 
you go incrementally, change the margin calls, close the loopholes 
and see where we are. 

Mr. Dingell. Mr. Masters, I want to commend you for your com- 
ments and your help to the Committee. What are your thoughts on 
the matters we are discussing? 

Mr. Masters. Thank you, sir. 

In general I agree with the suggestions. The margin require- 
ment, I think, doesn’t work as well as position limits do. 

Mr. Dingell. You say it doesn’t? 

Mr. Masters. I don’t think it does. I think that — I think it cer- 
tainly is, if it’s applied to speculators. 

Mr. Dingell. Would it be helpful? 

Mr. Masters. I think it could be helpful depending on how it 
was written. 

Mr. Dingell. I’m not sure we’re going to get a cure-all here, but 
I’m trying to figure what package we’re going to get. So you agree 
that a margin requirement would be helpful, but not as helpful as 
I would like it to be. What others with regard to the three loop- 
holes that we have discussed? 

Mr. Masters. You know, with the position limits, one of the in- 
teresting things about, for instance, crude oil right now is there 
really aren’t any position limits, so you’ve got what’s called ac- 
countability limits. You need some position limits. And the reason 
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we suggested coming up with a committee of exclusively physical 
commodity hedgers and producers, consumers, is that we feel like 
that that group will do nothing to jeopardize their liquidity, but on 
the other hand they, better than anybody else, because the market 
is for them, will choose appropriate position limits. 

The exchanges right now are for profit entities. The investment 
banks are for profit entities. They both benefit from larger amounts 
of speculation. So those entities should be excluded from this panel. 
The panel should be exclusively physical commodity producers and 
the consumers. And I think if you do that, you’ll do a lot in terms 
of making position limits really work and really get to what Roger 
was saying, get to everybody they need to get to in the sense of 
making them small enough. 

And for many of the small speculators, you will go back and put 
the large speculators back on a level playing field with the small 
speculators, because the small speculators still have to deal with 
position limits on many commodities. So this is on a commodity-by- 
commodity basis. 

And then with regard to our other solutions, looking at an overall 
level of speculation which could be dictated by that same panel 
would also allow markets to function for bona fide hedgers, but not 
be excessively speculative. 

Finally, my solution number three, that’s a way of doing things 
relatively quickly. That could be phased in over some short amount 
of time. But clearly that would have the effect of greatly reducing 
index speculation, which we think is distorting the price of dis- 
covery mechanism. 

Mr. Dingell. Thank you. 

Mr. Krapels, I hope you don’t feel I’ve been discourteous to you. 
If you please. 

Mr. Krapels. I generally concur with the observations that my 
fellow panelists have made. I worry about two things. One is the 
law of unintended consequences that if we write the regulations 
wrong, then we’re going to see things that we had not anticipated. 

Mr. Dingell. That’s an area of peculiar expertise to the Con- 
gress. 

Mr. Krapels. And it is available for free. So I worry about that. 

And I don’t think you can make these changes as quickly as Mr. 
Masters suggests. I think you want to take your time. You’re deal- 
ing with public pension funds, by and large, as the primary culprits 
in this story, so you want to give them time to unwind their posi- 
tions. 

But generally having bigger margin requirements makes a ton of 
sense to me, position limits and much, much more disclosure. 

Mr. Dingell. Gentlemen, thank you. 

Mr. Chairman, you’ve been extraordinarily courteous to me. 
Thank you. 

Mr. Stupak. Thank you, Mr. Dingell. 

Let me just go a second round here. Just a couple of quick ques- 
tions, if I may. I think we’ve established that the excessive specula- 
tion is probably 30 to 50 percent of the cost of a barrel of oil right 
now. And Mr. Gheit indicated that if we pass comprehensive legis- 
lation, maybe like 6330, H.R. 6330, we might be able to burst this 
bubble. And if we burst the bubble, there are concerns that it 
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would have a devastating effect on the economy. Some people have 
expressed that interest. 

Now, Mr. Masters, you didn’t seem to think so. You think that 
it would just shift, and the amount is so small right now because 
it’s 1 percent, but if it moved to 5 percent, because we really don’t 
know how big it is because we don’t have the information, CFTC 
has not provided that information — if it goes to 5 percent, if it is 
around 5 percent, would that change your thought, and is there 
some devastating effects we have to be careful of? 

Mr. Masters. I think that to a certain extent what we’re talking 
about here with speculation, the right terminology really isn’t a 
bubble, it’s really more like a tumor, and it grows and grows and 
grows. And in this case it’s hurtful as it expands. So the time to 
act is before it gets any worse. And so when you discover a tumor, 
you take it out immediately. And so I think that if we were to let 
this continue to go on further and further, that there could be more 
unforeseen consequences on the economy. 

Mr. Stupak. Mr. Gheit, did you want to comment on that, or you 
don’t think it would have much impact if we in 30 days brought 
down these prices 30 to 50 percent if we passed comprehensive leg- 
islation and have the CFTC close these swap loopholes? 

Mr. Gheit. You have to understand there are obviously winners 
and losers. The losers are going to be the winners of the last 4 or 
5 years, and the winners are going to be the consumers that are 
paying for gasoline up to their noses, the farmers. These are the 
people that are hurting and hurting pretty badly. If oil prices are 
cut in half, that is not the end of the world. Actually it will make 
most industries — the airlines will have a lot more opportunities, 
then the manufacturers, and everybody. 

So I think there are going to be benefits that clearly outweigh 
the cost. And for the pension funds of all the people that invested 
very heavily, it’s still — as Mr. Masters said, it’s still a small per- 
centage of the total portfolio. And by definition, if oil prices go 
down $30 or $40, the stock market is going to go up by thousands 
of points, and everybody will be happy. So at the end of the day 
I think putting an end to the speculative bubble, or tumor, as Mr. 
Masters put it very eloquently, I think we should have done that 
a year ago. It’s not too late, but we should do it as soon as possible. 

Mr. Stupak. Well, let me ask this then. You’ve been mentioning 
pension funds, so I’ve been circling in on that. But one major in- 
vestment bank told the committee that 12.5 percent of their com- 
modity investments were held by sovereign wealth funds, yet the 
CFTC tells us they know of only one sovereign wealth fund invest- 
ing in the futures market. Clearly there’s a disconnect here with 
the information. Do you think it’s important for the CFTC and 
Congress to have a clear view of the role of sovereign wealth funds 
in futures markets? 

Mr. Gheit. This is part of the recommendation. I said disclosure; 
the best thing is full disclosure. I mean, they have to break down 
exactly who the largest holders are, what their positions are, and 
how much money they are making. So before they make this out- 
rageous forecast for oil prices, we should know exactly how much 
do they have to gain by it. 
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Mr. Stupak. Let me ask everyone this question, if I may, and I’ll 
end with this one. How much liquidity does the commodity market 
need to perform its price discovery and hedging function? How 
much liquidity is too much liquidity? Is the market drowning in li- 
quidity when 70 percent of an open interest in oil is held by specu- 
lators? Kyle, I think it is chart number 2 in my testimony where 
you see that 70 percent of that open interest liquidity. What is the 
right percentage it should be? 

Mr. Gheit. Well, the right percentage should be really discussed 
with the physical hedgers. These are the people who need to know. 
Some of these trades are going to be done principle to principle, 
and all you need is just an intermediary. This intermediary should 
not dictate the price, should not take physical possession, if you 
will. All they have, like a broker — put the buyer and the seller, but 
do not get in the middle to profit from the transaction. So you 
know the airline, the oil companies and all these people can sit 
down and say how much liquidity in the system we need to have 
an efficient market. So I don’t believe it’s going to be double or tri- 
ple the physical market. I would venture to say it’s going to be less 
than 20 percent of the physical market. 

Mr. Stupak. Less than 20. 

Anybody else care to comment? Mr. Diwan. 

Mr. Diwan. Yes. I remember when I started working with Ed a 
few years ago that actually we had a very liquid market, and we 
had exactly the same problems. So I would be really careful here 
about saying that we do not need any of the financial on the mar- 
ket. I think it will be a tremendous unintended consequence to the 
market. What we need is to have position limits and everybody 
abides them no matter which window or which door they come into 
the market. Then everybody has a playing field, and we know 
what’s going on. But banning certain types of players or limiting 
as a percentage of the market I don’t think makes a lot of sense 
because then you will have a two-tiered market. 

Mr. Stupak. Well, the market always needs speculators, doesn’t 
it? I mean, when oil was at a reasonable price, let’s say $40 a bar- 
rel, $8 to $9 was probably the speculator’s fee or the risk premium 
or whatever you want to call it. Now we’re at $65 or $70. 

Mr. Diwan. Correct. But if you go to see the pension fund, they 
say we’re not speculating, we’re hedging the portfolio. 

Mr. Stupak. And what business is the pension fund hedging 
against? 

Mr. Diwan. Well, it’s hedging against the declining dollar. They 
hold huge assets in dollars which are declining in value. 

Mr. Stupak. But isn’t the exception supposed to be for a bona 
fide exception; not speculation or hedging on the cost of the dollar, 
but rather the airline industry or trucking industry who really 
needs that hedge? 

Mr. Diwan. Well, if you have a pension fund, and the value of 
the stocks you’re owning are going down, you’re not going to be 
very particularly impressed by the manager of your pension fund, 
and you want him to do something about it. And the one thing he 
discovered how to do over the last 2 years is to hedge part of his 
portfolio on other commodities which are rising as the dollar de- 
clines. Gold is one, oil is another one, et cetera, et cetera. 
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Mr. Stupak. Sure. 

Mr. Diwan. My point is about the unintended consequences that 
Ed was talking about. If you reduce the market, you have other un- 
intended consequences. 

Finally, about the liquidity issue. I don’t know if you have 71 
percent of speculator here in the market, it means it is more liquid. 
I can say it is probably less liquid, because a lot of the players are 
coming only on one side of the market. Actually what you have 
here is a lack of liquidity. You have a lot of buyers. You don’t have 
a lot of sellers. And the question is how do you rebalance that, how 
do you make these pension funds be willing to play both sides of 
the curve, not only one side? 

So I don’t think we’re struggling through too much liquidity. I 
think we’re struggling through too little liquidity. 

Mr. Stupak. Mr. Masters, Mr. Krapels, do you care to comment? 

Mr. Masters. Sure. So the issue with pension funds trying to 
hedge, I mean that whole issue, I mean pension funds are capital 
markets investors, and they are looking at the commodity. They 
are trying to look at the commodity markets as a place for buying 
and holding. The whole concepts, buy and hold, long term, we’re in- 
vestors, don’t apply to the commodity futures markets. These are 
capital market concepts. They’re not commodity futures concepts. 

Commodity futures expire, in some cases monthly. The reason 
they expire monthly is because they have a physical delivery 
functionality that allows physical delivery participants to theoreti- 
cally take delivery. That’s why they expire. So the way pension 
funds do this is they buy a futures contract, and then they sell 
when it gets ready to expire, and they exchange it for another con- 
tract. So effectively what it is is like a lay-away in the commodity 
futures markets. They never actually take delivery. 

So there’s other ways that they could hedge inflation, or there’s 
other ways that they could make a bet against the dollar. But cer- 
tainly if they’re involved in the commodities futures markets, let’s 
have them involved in a strategy. Give the money to a CTA, give 
the money to a CPO, but let’s have them involved in a buying and 
selling strategy rather than a one-way, long-only allocation strat- 
egy. And if they do that, let’s make sure that they and every other 
participant in the futures market abides by very strict position lim- 
its. 

Mr. Krapels. I would only add that futures markets are incred- 
ibly valuable parts of our economy. We do not want the oil futures 
markets to go away. They need more than 20 percent speculation 
to survive. They need multiples of the physical markets trading to 
survive. 

What we have here is a matter of degree. The markets in the last 
couple of years have just become excessively the home of the specu- 
lation that Mr. Masters has talked about. We do not want to regu- 
late the futures market out of existence, we want to regulate it 
back to the point where it was in the 1990s, which was an excel- 
lent, excellent market for hedgers. 

Mr. Stupak. My time is up. 

Mr. Whitfleld for questions. 

Mr. Whitfield. Thank you, Mr. Chairman. 
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I was reading a newsletter recently from a gentleman covering 
the European market regarding supply and demand, and he made 
the comment that he was predicting that all production would be 
going down between 3 and 4 and 5 million barrels a day. And then 
I noticed that T. Boone Pickens testified in the Senate a couple of 
days ago, and he was talking about he thinks the oil production 
has peaked, and that it will be going down around 8 percent in the 
years to come on a yearly basis. And, of course, you all have testi- 
fied this morning that if we adopt some regulatory changes relating 
to speculating in the futures market in oil, that we can have a sig- 
nificant reduction relatively soon. 

But overall we know that supply and demand is going to be the 
real answer and questions that we have to address. So I would ask 
you all, do you all agree with this peaking theory that I referred 
to; one, the fellow at the European Union saying he thinks it’s 
going to be going down 4 to 5 million barrels a day, Boone Pickens 
saying 8 percent a year in production? Would you agree with that, 
Mr. Gheit? 

Mr. Gheit. One of the problems is that the higher oil prices, they 
provide no incentive whatsoever for oil-producing countries to open 
their resources. 

Mr. Whitfield. You say the higher? 

Mr. Gheit. Higher oil prices do not help supply at all. 

Mr. Whitfield. Why is that? 

Mr. Gheit. It’s very simple: Because they have no incentive 
whatsoever to give access to the resources to oil companies. 
ExxonMobil is sitting on $45 billion in cash that is earning 3 per- 
cent. They are not — this is one of the smartest companies, but they 
have no access to resources, OK. Russia is kicking out BP. Every 
time you open the newspaper, you see Russia has another problem 
with BP. Why? Russia has no incentive to increase production. 
Since their budget was based on $25 oil 5 years ago, now it’s $140, 
they have so much money, they don’t know what to do with it. 

Mr. Whitfield. And is Russia still the number one producer in 
the world of oil? 

Mr. Gheit. Excuse me? 

Mr. Whitfield. Russia is the number one producer of oil in the 
world? 

Mr. Gheit. Yes. Russia is now the largest oil producer in the 
world. 

Mr. Whitfield. What about the rest of you, do you have any 
thoughts on this peaking issue? 

Mr. Diwan. I agree with Fadel here, that the problem is access 
to resources. The problem is its capacity of production, it’s not 
about peak oil. There’s plenty of molecules on the ground, and 
every time the prices increase, we have more oil in the ground be- 
cause it’s an economic concept, it’s not a physical concept. There’s 
plenty of oil. At different prices we have more oil. If it’s $300 oil, 
we’ll find a lot more oil. It just costs more to go get. 

So the issue here is really about capacity of production. This is 
an industry which has lived with low oil prices and, because of 
that, low returns on capital and has not invested over the last 20 
years. And now we’re in a situation which is a Catch-22. We do not 
have spare capacity, and it’s unlikely that anybody will accept to 
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build spare capacity just for the fun of it. We are asking producers 
to invest hundreds of billions of dollars to create a capacity that 
they will not choose to bring down the price of their own com- 
modity. It’s not going to happen. 

Mr. Whitfield. What percent of the oil reserves are held by gov- 
ernments today? 

Mr. Diwan. The reserves that are held by government that we 
do not have access to are 77 percent in our latest calculation for 
oil. 

Mr. Whitfield. Seventy-seven percent? 

Mr. Diwan. Yes. 

Mr. Whitfield. Is there anyone else? 

Dr. Krapels. 

Mr. Krapels. I think the problem of accessing the resource space 
is the number 1 problem. It shows a supply in elasticity to price. 
You can let the price go up, but the supply does not follow. How- 
ever, I don’t take the next step, which is, I think, what Boone Pick- 
ens has done, and to argue that you’re going to see an 8 percent 
decline in worldwide oil production per year. That is not the case. 
Every responsible oil-forecasting organization I know has oil pro- 
duction going up over the next few years, not going down. So it’s 
just a question of supply and demand are tight, but supply isn’t 
falling off the cliff. 

Mr. Whitfield. Maybe he meant fields were going down, produc- 
tion fields were going down. 

Mr. Krapels. Yes. In certain areas that’s going to happen. 

Mr. Whitfield. OK. Thank you very much. 

Mr. Stupak. Did you want to answer? 

Mr. Masters. Sure. I was just going to make one point. One of 
the reasons that financial investors have had such an impact on 
the price of oil here is because of the supply inelasticity in the oil 
market. And so having that supply inelasticity in combination with 
an enormous amount of investment flows coming into that com- 
modities futures market has led to an explosion in prices. And so 
that’s the real issue you’ve got. You’ve got both things that have 
allowed prices to really move. 

Mr. Stupak. Mr. Inslee for questions. 

Mr. Inslee. Thank you. 

We’ve talked about five actions closing three loopholes, including 
the Enron loophole, position limits, margin requirements. But some 
have argued that if we take what I consider fairly commonsense ac- 
tions, that it would simply drive these dark markets offshore over- 
seas. This would not solve the problem. What is the response to 
that? Why should the United States act even though we don’t have 
total global hegemony over this regulatory climate? 

Mr. Krapels. In my opinion, there are only two places in the 
world where you can trade oil in this way, and that’s the United 
States and the U.K. If those two countries adopted similar policies, 
there’s no other place they can go. 

Mr. Inslee. Why do you say that? 

Mr. Krapels. Because the tradition of having liquid futures mar- 
kets has not extended to other countries. People would not park bil- 
lions of dollars in Dubai. 
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Mr. Masters. I would just make a comment. When people say 
that, I think it’s an empty threat, and the reason that is is because 
the physical delivery functionality that our markets offer is very 
important. That helps anybody that’s doing business in the United 
States, its transacting, and their trading partners stay in the 
United States. We are the largest producer of food in the world. We 
are the largest consumer of energy in the world. So physical pro- 
ducers want to use, and consumers want to use, delivery terminals 
potentially in our markets. And having the physical people in our 
markets allows for better price discovery. If you take away the 
physical folks, and you just operate an exchange overseas, like you 
can with financial futures, it’s a much different proposition. In fact, 
it will be you just get a casino in the sky, and it doesn’t have any 
real bearing on what the actual price of crude oil or other physical 
commodities should be. 

Mr. Inslee. You have all portrayed an incredibly dramatic pic- 
ture; I mean, if we’re talking about 30 or 50 percent reductions in 
the price of oil, the economic ramifications that are obviously stun- 
ning. And all of us understand what’s on the table here. 

I want to contrast that to if we have relatively small increases 
in domestic production. You’ve had parameters each of you have 
talked about somewhere in the 30 to 50 percent reduction price as- 
sociated with excess speculation. If you had increased production, 
say, in the next 10 years, worldwide, of, say, 1 percent, which rep- 
resents if everything optimistically was perfect drilling everywhere 
in the United States, from offshore to the Arctic to the National 
Mall and the South Lawn of the White House, you might get an 
increase of maybe 1 percent of increased crude production in the 
worldwide market. How would that, by contrast, decrease the price 
of oil? Is it anywhere close, I guess is the question, of 30 to 50 per- 
cent reductions we’re looking at in dealing with excess speculation? 

Mr. Diwan. Well, the question is how much demand is growing. 
And I could suggest that if it’s growing at 1 percent, probably de- 
mand would be growing at least at the same level. I mean, prices 
will equilibrate. 

The issue here is really it’s very important to understand that if 
you do not have spare capacity, you have a problem in this market, 
and this market basically is inherently bullish, because what you’re 
creating is any problem happening anywhere in the world at any 
time means that you’ll have less supply than what you expected. 
And every time you have less supply than what you expected, and 
no matter what your expectations are, it means that prices will go 
up. 

Mr. Krapels. If I can put a different take on the question, and 
it’s a very good one, is there anything that gives you more bang for 
the buck in the short term than what we’re discussing today in 
terms of relief for consumers? And the answer is, no, I think this 
is the biggest bang for the buck in the short term. It’s where we 
have misgoverned our own commodity markets, and that’s why I 
use the Pogo quote. Long term, though, we absolutely have to do 
things to reduce demand and to increase supply, and I think every- 
body understands that, but you do that at an $80 price level and 
not at $150 price level. 
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Mr. Inslee. And by the way, I think if we really wanted to in- 
crease supply, we need alternatives to oil. We haven’t talked about 
that much today. We’ve talked about a few more holes in the 
ground. But if you really want to decrease the demand for oil, pro- 
vide Americans an electrified transportation system. Use the A123 
battery company to drive our cars electrically. Use the Sapphire 
Energy Company which has found a way to develop ATSM-certified 
gasoline from algae. 

If you really want to decrease the price of oil, get an alternative 
to oil. And I can report to you that’s going to happen here because 
the U.S. Government ultimately is going to drive those innovations. 
We’re going to start work on that shortly. Thank you. 

Mr. Stupak. Thank you, Mr. Inslee. 

Mr. Barton for questions. 

Mr. Barton. Thank you, Mr. Chairman. I’ve got some questions, 
but I also have some comments. 

I have listened as we have talked about this issue, and I have 
to respond a little bit to what my good friend from Washington 
State just said. I could hypothesize that we could produce 1 million 
barrels a day out of Alaska that we’re not doing, a half a million 
barrels a day off the coast of California that we’re not doing, 1 mil- 
lion barrels a day out of the eastern Gulf of Mexico that we’re not 
doing, probably another million to 2 million barrels a day off the 
Atlantic coast where we haven’t even looked, 2 million barrels a 
day in shale oil that we’re not developing, and 1 million to 2 mil- 
lion barrels a day to from coal-to-liquids that we’re not doing. 

Now, if we were doing that right now, we would double the do- 
mestic oil production equivalent in the United States of America, 
and, given the tightness of the world oil markets, we would have 
a much different supply and demand. 

Now, we’re not doing it, we’re not doing it. I’m on a bill with 
Chairman Dingell on oil speculation. I’m on an independent Repub- 
lican bill that the CFTC has basically implemented since we intro- 
duced it. I think speculation is a problem. And I agree with what 
Dr. Krapels said that in the short term it’s the easiest thing to do, 
although it’s not easy, but it is easier than physically going into the 
field and developing some of our domestic resource space. 

But to say that the only answer is purely to make it much more 
difficult to play in the futures market in the commodities, or spe- 
cifically oil, is disingenuous because the futures market track re- 
ality in the world, and the reality in the world is we have a tight- 
ness in the demand-supply situation that speculators are taking 
advantage of, because, as one of you gentlemen just said, if you’re 
watching the value of the dollar decline 1 percent a month or 2 per- 
cent a month, you can’t put a lot of money in the stock market. You 
go into something that has the ability to be a hedge against infla- 
tion and the decline in the value of the dollar. And if there are no 
limits in the futures market, it’s a rational decision for these hedge 
funds and these other funds to put a lot of money into the futures 
market. It’s rational. People are rational with money. 

Now, my question is, can we physically — in the U.S. market can 
we discriminate between a physical player who is either selling a 
real barrel or buying a real barrel and a nonphysical player? Can 
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you in an open society have different rules based on why people are 
in the market? Is that possible? Anybody? 

Mr. Gheit. Yes, it’s possible, because they have different goals 
and objectives. A physical hedger, what you want to manage again 
is the commodity risk. They are in the business not to make 
money, they are in the business not to lose money. But the finan- 
cial players are in the business for one thing only, and that’s to 
make a lot of money in a short spurt of time. 

Mr. Barton. But everybody on the panel agrees that we can 
have different rules for different types of potential investors in the 
futures market. 

Mr. Krapels. And we’ve done so for decades. 

Mr. Masters. That’s always been the case. 

Mr. Barton. OK. Now, do you agree or disagree on the sugges- 
tion that we could require a higher margin for a nonphysical inves- 
tor in the futures market? Do you all agree with that? 

Mr. Krapels. Yes. 

Mr. Diwan. Yes. 

Mr. Gheit. Yes. 

Mr. Barton. Now, to go to the question that Mr. Inslee raised, 
I have been in reasonably close contact with the makers of the U.S. 
market in Chicago and in New York, more in New York than in 
Chicago. I’m told that if we tighten up, require more transparency, 
higher margins, position limits, eliminate exemptions, that a large 
number of the so-called speculators, the paper barrel people or the 
video barrel people, are just going to go to the ICE market or some 
other market. 

Now, two of you gentlemen seem to indicate they won’t go there 
because they don’t have the — those markets may not have the fi- 
nancial stability. But I think when the New York Merc guy testi- 
fies later, he’ll show you that the ICE market has grown almost ex- 
ponentially as compared to the New York market. 

So how can we regulate in the United States in a way that does 
some of the good things we want to do and have that roll over into 
the ICE market, in the Dubai market, and maybe even the Hong 
Kong market for that matter? How do we do that? 

Mr. Gheit. The two markets account for almost 90 percent of the 
trade. If we control both markets, we basically control 90 percent 
of the whole market. 

Mr. Barton. Under the current system. But if we change the 
market condition in the United States, what’s to say that we 
won’t 

Mr. Gheit. It has to be simultaneous. We change the rules in the 
U.S., and simultaneously we’ll have to require a rule change on the 
ICE market. Or we can — as I said before in my recommendation is 
that any company doing business in the U.S. must play by the U.S. 
rules, period, whether it’s on the ICE or in the NYMEX. 

Mr. Diwan. I think you need to regulate those two markets, and 
that takes care of that. 

There is a third market which is important, which is the over- 
the-counter market, which is a gray market that we don’t know 
much about. 

Mr. Barton. We sit here in Washington and we think whatever 
we do rules the world, but we have a global — we certainly have a 
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global market in oil. And I’m still not sure how we — if we do what 
we think is the right thing, how we get the rest of the world to fol- 
low suit? How do we get the British Parliament to put the same 
rules in place for the ICE exchange that while it’s physically in At- 
lanta, it’s based in London? And how do we make sure that Dubai 
or Kuwait or wherever don’t create their own market because they 
can have lower margins and less transparency? 

Mr. Diwan. I think most of the financial players will only put 
money in a market which is regulated, stable, that you know 
what’s happening. So I don’t imagine that the liquidity would move 
offshore. I believe you actually do have to regulate those both ex- 
changes in the same way, and then you close most of the issues 
here on the future exchange. 

The way I look at the oil market, it’s like a huge iceberg, and 
we see only the tip, which is the future market. But there is also 
what’s happening below the water level, which is the over-the- 
counter market that I don’t think you can do much about, or at 
least I do not know how you would go about it. 

Mr. Barton. But everybody agrees that we can some way require 
comparability or conformity with the U.S. market regulations; that 
it’s legally, constitutionally, realistically possible? 

Mr. Masters. Currently any futures contract that calls for deliv- 
ery inside the United States, we’re the largest consumer of energy 
in the world, is automatically subject to CFTC regulation. Any fu- 
tures contract that cash settles against a U.S. contract with phys- 
ical delivery provisions is also automatically subject to CFTC regu- 
lation unless specifically exempted. If not exempted, then no person 
inside the United States may lawfully trade that contract. So I 
don’t think that there’s anywhere in the world that wants to lose 
U.S. speculators or U.S. physical players. 

The 60 percent of the volume on the cash-settled WTI crude-oil 
contracts on the International Continental Exchange, the ICE, is 
traded by U.S. entities. If the CFTC had not exempted the ICE 
from regulation, then those U.S. entities would not be able to trade 
that contract, and it would have been very difficult for that con- 
tract to ever get off the ground. 

Mr. Barton. Mr. Chairman, can I ask one more question? I know 
my time is expired. 

Mr. Stupak. You bet you. 

Mr. Barton. If we were to set a different margin requirement by 
law or by regulation in the U.S. market for nonphysical traders in 
the oil futures market, what’s a ballpark figure on what that is? 
Because it’s not an equity market like Mr. Masters has pointed out. 
This is an option to purchase or sell at a given price at a given 
time. So instead of 5 percent or 3 percent like it is today, what 
would that be? Do you want it to be as high as 50 percent, or do 
you want it to be 10 percent, 25 percent? Just a general ballpark 
figure for nonphysical players in the oil futures market in the 
United States. 

Mr. Gheit. I go for the whole thing. I go for 50 percent. 

Mr. Barton. Fifty percent. The same as stocks then. 

Mr. Krapels. I would get to a lower number more slowly. I 
would gradually increase the margins over a period of time and 
maybe get to a one-third requirement. 
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Mr. Barton. Thirty-three percent. 

Anybody else? Does anybody vote to keep it the same? You all 
think it needs to go up? 

OK. Thank you, Mr. Chairman. 

Mr. Stupak. Thank you, Mr. Barton. 

Mr. Melancon for questions. 

Mr. Melancon. Thank you, Mr. Chairman. 

I just recently visited on a congressional trip with all oil min- 
isters in the Middle East. And, of course, we were at first kind of 
taken aback when they said they would much rather see the price 
between $70 and $80 than where it is now. I grew up in the sugar 
industry, and my dad always said the only people that make money 
when sugar moves up or down are the brokers because there’s a 
reason to sell, and I guess that’s what we’re dealing here. 

One of the things, Mr. Diwan, I was looking at, on your chart 
that you gave us with oil prices and structural trends, it showed 
that the price started moving up around January of ’04, got up to 
about $80 apparently in the early part of ’06, and then dropped out 
and then took off. Is there a point in here that you can point to 
that the CFTC quit regulating the ability of the people to hedge? 

Mr. Diwan. Not that I know of. 

Mr. Melancon. Is there someone? 

Mr. Diwan. I think the price movement is explained more by the 
physical here. 

Mr. Krapels. Do you mean in the last quadrant of the one 
that 

Mr. Melancon. Yes. Looking at the graph that was there, we 
had movement upward, then we had a spike down, and then it took 
off. 

Mr. Diwan. The spike down was really because oil stocks were 
building very fast. And after that oil, basically OPEC cut some pro- 
duction to reduce supply to tighten stocks a little bit. This is what 
happened in 2006 when we saw prices declining to $52. 

Mr. Krapels. We saw it mostly as an increase in the positions 
of funds, frankly, that there was just a large increase in those 
funds’ positions that drove the price up to the last $135. 

Mr. Melancon. And I guess that’s what I was trying to find out 
is if that is a direct correlation. And that’s why I was asking about 
the date when the exceptions were being made by the CFTC. 

Mr. Krapels. It’s very hard to track that precisely. 

Mr. Melancon. When did ICE open up its doors and start trad- 
ing here? 

Mr. Krapels. 2000. 

Mr. Melancon. 2000. 

Mr. Krapels. I think ICE started in 2000, and really took off 
after the Enron collapse. 

Mr. Melancon. And the Enron collapse was about 

Mr. Krapels. About 2002. 

Mr. Melancon. 2002. Yes, that’s about when the margins start- 
ed actually. It looks like it really started moving on a steady climb 
around January of ’04, a little bit before January, maybe midyear 
of ’03. 

Do any of you all have the price for gasoline or fuels by countries 
or regions? I have people back home, of course they think they’re 
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the only ones impacted. And I pick up bits and pieces on the news. 
In Saudi Arabia, obviously they subsidize, Dubai, Abu Dhabi, the 
UAE. But in places in Europe and South America or wherever, do 
we know what the price is? 

Mr. Gheit. The Europeans are paying exactly double what we’re 
paying. China is paying probably more than half what we’re pay- 
ing. The difference between what we pay and what the Europeans 
are paying are basically government taxes on fields in Europe. The 
difference between what we’re paying and what the Chinese are 
paying are basically government subsidies. So it is government 
policies that really influence the price. Now, the over-the-counters, 
obviously they are totally subsidized. Their gasoline is cheaper 
than water, so they don’t really come into the picture at all. 

Mr. Melancon. One of the questions that’s always been out 
there, and I heard some — I think Mr. Barton had talked about if 
we were producing in all our offshore areas, we could probably be 
producing the additional millions of barrels of oil that we need. If 
in fact that did happen, what happens to us with the capacity to 
refine and process jet fuel, diesel fuel, gasoline? Do we still get 
mired? Do we have enough capacity to move it into fuels, or do we 
have some inverse action on the market? 

Mr. Gheit. It would definitely have an impact. Increased supply 
definitely will cool off prices. The prices will come down. Two ways: 
we can increase supply or reduce demand, or better, we could do 
both, and they will have the same impact. Prices will have to go 
lower. 

Mr. Melancon. Worldwide what’s the capacity of refining? 

Mr. Gheit. Refining, about 80 million barrels. 

Mr. Melancon. And what’s the daily production of oil? 

Mr. Gheit. Production is about 85 million. 

Mr. Melancon. So it produces about 5 million barrels a day 
more than we’re processing for usage. And the reserves are about 
how much a percent of total? 

Mr. Gheit. The reserve? 

Mr. Melancon. Yes. Worldwide, do you know what the reserves, 
oil reserves, are? 

Mr. Gheit. Oil reserves are 1.4 trillion barrels. 

Mr. Melancon. No, excuse me, I didn’t mean what’s left in the 
ground or estimated. What do we have that’s in excess of what’s 
out there going through the process? 

Mr. Gheit. Basically most of the excess is in Russia, the Middle 
East and basically OPEC countries. And the numbers flow between 
2 to 3 million barrels a day. 

Mr. Melancon. Thank you, Mr. Chairman. 

Thank you, gentlemen. 

Mr. Stupak. Thank you. 

Mr. Walden for questions, please. 

Mr. Walden. Thank you, Mr. Chairman. 

Are the processed reserves, I guess that which has been ex- 
tracted from the ground and in the pipeline, if you will, or in stor- 
age, are they going up or going down for gasoline, for oil, for nat- 
ural gas? 

Mr. Diwan. The short-term stock changes as the product are in- 
creasing, but the crude is decreasing. 
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Mr. Walden. So if the processed product is increasing, then you 
would think that — is it increasing at a rate that keeps pace with 
demand, or is the rate of demand outstripping the rate of increase 
in the processed product? 

Mr. Diwan. The processed product in the United States, the av- 
erage inventories are above their 5-year average. So we have a lit- 
tle bit more stock than we usually do at this time of the year. How- 
ever, this market, the price discovery of this market is really crude 
led, it’s not product led. 

Mr. Walden. Now, I think you indicated, and correct me if I got 
this wrong, that $35 of the price of a barrel of crude could be 
tagged the incoming money of the nonphysical traders? Is that 
what you all said or somebody said? 

Mr. Gheit. I would say more. 

Mr. Walden. More? 

Mr. Gheit. Much more than that. 

Mr. Walden. How much? 

Mr. Gheit. I would say the decline in the dollar probably had be- 
tween $10 and $15 in the price spike, and everything above $65, 
the difference between that and the current price is pure specula- 
tion. 

Mr. Walden. So $10 to $15 is the price of the dollar, value of 
the dollar? 

Mr. Gheit. $10 to $15 tied to the currency. And the difference 
between $65 and $130 or $125 would be basically speculation. 

Mr. Walden. And do each of you agree with that analysis? 

Mr. Krapels. I think we each have our own thoughts on it. Fadel 
is probably at the low end of the range of — at the high end of the 
range in terms of the speculative impact. I had guessed somewhere 
in the 30s or 40s. 

Mr. Walden. Mr. Masters, do you have any? 

Mr. Masters. I think the answer is that nobody really knows. 
When I talk to refiners, that’s what they tell me is that the price 
should be in the neighborhood of $65, $70. 

Mr. Walden. OK. There have been some rather senior members 
around this institution who have — individuals that have called for 
nationalizing our refinery system. Do any of you think that’s a good 
way to — for the market or to reduce costs? 

Mr. Gheit. A very bad idea. 

Mr. Walden. Mr. Diwan? 

Mr. Diwan. I don’t think we have a particular problem in refin- 
ing right now. 

Mr. Walden. Mr. Masters. 

Mr. Masters. The interesting — I don’t agree at all. 

Mr. Walden. OK. Neither do I. 

Mr. Masters. I would make one point. One of the interesting 
things that’s happening with refineries is that on the one hand 
they’ve got, as I said, demand and demand. They have investor de- 
mand helping to drive up their input cost, which is what they have 
to buy crude oil. And on the other hand they’re trying to sell gaso- 
line, which is driven by consumer demand, which in the U.S. has 
gone down in price. So it’s hard for them to go out and build new 
refineries when they’ve got a situation in which crack spreads are 
going down. It’s in part because of investor activities. 
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Mr. Whitfield. Mr. Krapels. 

Mr. Krapels. Refiners are not the problem. Trying to build a re- 
finery in the United States today is practically impossible. So na- 
tionalizing it will only make that worse. 

Mr. Whitfield. All right. I’m glad to hear you all say that. I con- 
cur, but you are the experts here. 

There are some Members around this body that think that’s the 
way to go. Everybody is trying to find an answer here. So if we 
were to move forward and require some sort of limitation on how 
much you can — nonphysical traders can — do and some more trans- 
parency, A, how long do you think that would have to be in effect 
before we saw a real change in the price of crude oil, and so, how 
much and how long? 

Mr. Gheit. Well, if we assume that speculation is playing a 
major role in the jump in oil prices, these people can switch their 
position very quickly from long to short, but other members of the 
panel said you might take a longer time. But the market would be 
very efficient very quickly, and it will come to an equilibrium 
where prices will go a lot faster than many people think. People 
are not going to wait to lose money; they will bail out as soon as 
possible. 

Cut your losses and bail out. And that’s exactly what the market 
is going to do. 

Mr. Whitfield. Sort of like what is happening in the housing 
market? 

Mr. Gheit. I would say 30 to 60 days we will probably see an 
immediate impact. 

Mr. Diwan. Well, if you change your regulation, and the expecta- 
tion is that you are going to have to change your behavior, you 
have an interest to do it as quickly as possible before everybody 
else. And probably they are doing it already, but that’s the idea. 
But then you can allow more time to adjust if need be. But I think 
the bigger impact will be quite immediate. 

Mr. Whitfield. OK. 

Mr. Masters. 

Mr. Masters. Just to Roger’s point, one of the interesting things 
I saw last week where commodity prices have come down, and on 
the wire some people had said that was because of the threat of 
potential congressional legislation. So when the news wires were 
saying people were already reacting to that, I think that’s a pretty 
powerful statement. 

Mr. Krapels. I agree. While I would like people to give time to 
make these important adjustments, my guess is that there will be 
quite a stampede to liquidate positions quickly. 

Mr. Whitfield. OK. So if we did that piece, more transparency, 
different positioning requirements, and all, and if we passed legis- 
lation saying we’re going to allow access to domestic supplies on- 
shore and offshore, which do you think would have the most value 
in the marketplace to consumers? 

I realize one would be very quick, one would be long term, but 
both would send signals to a market that’s a little dysfunctional 
right now, correct? 

Mr. Gheit. 
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Mr. Gheit. Both are needed, but one is immediate and one 
longer term. But both are needed. There is no one better than the 
other. 

Mr. Whitfield. All right. 

Mr. Gheit. They are both needed, and we should start them now. 

Mr. Whitfield. So one better than the other, both are needed, 
one has an immediate impact, one has sort of a long 

Mr. Gheit. In terms of energy security the latter is much more 
important. 

Mr. Whitfield. OK. 

Mr. Diwan, do you agree with that? 

Mr. Diwan. No. I don’t know anybody who would buy or sell oil 
today, because we will have a new supply in 7 years on the market. 
I think they will wait to see what happens and they will see what 
happens to demand and the supply in the rest of the world, et 
cetera. I don’t think that people will signal buy or sell on that — 
on that change. 

Mr. Whitfield. Mr. Masters. 

Mr. Masters. I would just go back to my example of the person 
losing weight. We have a chronic issue, which is energy security, 
that can be solved with legislation. We’ve also got an acute issue 
where we have a patient that’s dying. We need to save the patient 
first, so 

Mr. Whitfield. So maybe not a crash diet, but a long-term re- 
balancing of what we do? 

Mr. Masters. I think in this case that we’re trying to save the 
patient first. 

Mr. Whitfield. Right. 

Mr. Masters. I think that we want to use the quickest means 
available to help save the patient. Then we can deal with the 
longer-term issue of diet and exercise. 

Mr. Whitfield. Right. So crash diet for immediate weight loss, 
change of — yes. Doctor? 

Mr. Krapels. I would hate to see the two actions linked. I think 
it would be nice to do them separately, because I think the first 
one, the one we’re talking about here today, is actually fairly easy 
to do. I think releasing reserves for future production is a much 
more contentious and difficult issue. 

Mr. Whitfield. Contentious or not, is it the right thing to do for 
the country’s energy security and for the price for consumers in 
America? 

Mr. Krapels. It is. If you can get the legislation passed, that 
would be great. 

Mr. Whitfield. Thank you. 

Mr. Stupak. Mr. Green, questions? 

Mr. Green. Thank you, Mr. Chairman, and I appreciate the sec- 
ond round. 

Mr. Gheit, your testimony calls for setting volume limits for com- 
mercial traders such as oil companies or refiners, that are related 
to their physical needs. Would you explain the purpose of this rec- 
ommendation, because it seems like that is not the problem that 
this morning’s talked about? 

Mr. Gheit. No, basically this was the basis for setting trading 
limits for the noncommercial. 
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What I am saying, let’s start with the physical traders first, the 
people who are going to own a barrel of oil, whether it is going to 
be an airline or refinery companies or whatever, and then set what 
is needed for the financial market in terms of volume. 

So the basis should be the physical market, and then we should 
study, we should examine how much more liquidity is needed to be 
provided by the financial market. And based on that — I don’t want 
to put any trading limits before I know exactly what that oil indus- 
try need, what the airline industry need, what the chemical indus- 
try need — then of the collective volume, if you will, we set the vol- 
ume of their financial market. 

Mr. Green. In this next two questions for everyone and — one of 
them is, on June 6th there was an $11 increase in the crude oil 
price. In terms of the fundamental factors of supply and demand, 
how do you explain that and what explanation for that kind of 
movement is there, for that $11 on that 1 day? 

Mr. Diwan. I think there were two events that day that were im- 
portant. One was the discussion by the head of the European Cen- 
tral Bank to increase interest rates, so it has an immediate impact 
to lower the value of the dollar, increase the value of the Euro. So 
you had a lot of people who were selling, actually, oil because they 
felt the fundamentals were weak, who were cut short and had to 
cover. 

The other was the comment by an Israeli minister saying that 
an attack against Iran is unavoidable. And these two events have 
pushed oil prices much higher. 

Mr. Krapels. If we live in a world where an obscure statement 
by an Israeli politician can make the price of a vital commodity like 
oil go up by $11, then we’re in deep trouble, and we need to do 
something about it. 

Mr. Masters. I don’t think there was any case that was driven 
by speculation. 

Mr. Green. Well, let me give you an example. And I know yes- 
terday Saudi Arabia had producing nations there and our Secretary 
was there. About 2 weeks ago Saudi Arabia mentioned that they 
were at an increased production of about 200,000 barrels. 

And about a week ago there was a rig off the coast of Louisiana 
that BP had called the Thunder Horse, that had been hurt during 
Katrina and had to be hauled in. And it is actually producing 
250,000 barrels a day, and that had no impact at all on the market. 

Mr. Diwan. We have been waiting for Thunder Horse for 3 years 
or 4 years, so it has been in the news for 4 years. 

Mr. Green. Well, it is producing now, but wait until another 
hurricane. I guess that’s the concern. Because, like you said, some- 
body can — an Israeli air official can say something. 

Some of us are so frustrated. We have almost 700 million barrels 
in the SPR. Some have said well, what if the President mentioned 
that we’re going to start releasing, without a timetable, from the 
SPR. That would impact. And without a timetable, though, it could 
be tomorrow, it could be next week. What would that do to the 
speculators? 

Mr. Gheit. It would definitely cool off speculation. I cannot quan- 
tify it, but it is definitely going to cool off speculation. 
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History has shown that when President Bush did it in the Gulf 
War, it had an immediate impact. When President Clinton — had an 
immediate impact. It is a psychological impact on the market. Re- 
member, it is a market that runs on speculation and expectation, 
not the physical, not the physical. 

For example, Petrogas made a discovery offshore Brazil, and all 
of a sudden oil prices dropped. Why? This field, if developed, will 
take 5 years before we will see a drop of oil on the market. But 
guess what, the market cooled off immediately. 

It is a knee-jerk reaction to something that is going to happen 
years from now. It is not physical market; it is all expectation. 

Mr. Diwan. If I can answer that, I can have exactly the converse 
scenario, which means if this President releases oil from the SPR 
right now, the market will believe that we are going to be attacking 
Iran later on, and oil prices will increase immediately. 

OK, so if you release oil by this President, without any reason, 
from the SPR, I can assure you oil prices will jump up. 

Mr. Gheit. Just in this market it moves up, good news or bad 
news. When rebels kidnap oil workers in Nigeria, oil prices go up. 

Mr. Green. Frankly, Congressman Melancon has constituents 
that are getting kidnapped in Nigeria in the offshore rigs. 

But — I understand it is volatile, but that was just some discus- 
sion from folks who actually come from the oil patch who said, 
what would we do if just the President made this determination 
that, OK, over the next months we are going to start releasing it; 
we’re not going to tell you when. But what would happen? And I 
would hope it wouldn’t signify that we’re preparing to attack any- 
body. 

Thank you, Mr. Chairman. 

Mr. Stupak. Thank you, Mr. Green. 

Mr. Burgess for questions, please. 

Mr. Burgess. Thank you, Mr. Chairman. 

Mr. Masters, I want to thank you and commend you for putting 
many of the arguments in terms of medical terminology. It makes 
it much easier for me to understand the tumor versus the bubble: 
excise the tumor, treat the underlying obesity, but you have to take 
care of the heart attack now. 

On the issue of the longer term, the supply-demand, I think, Mr. 
Gheit, you mentioned it as well. Is it fair to say that market fun- 
damentals include facts not just about our current supply, but ex- 
pectations of future supply and demand? I think you referenced 
that as far as the Brazil field was concerned. 

Mr. Gheit. Yes. 

Mr. Burgess. Did we — I say “we” in the sense of the United 
States Congress, House of Representatives — invite speculation by 
failing to take measures that would result in increased domestic 
supply? 

Mr. Gheit. Yes. 

Mr. Burgess. And again, this needs to be a two-pronged ap- 
proach, that of the position limit for the immediate effect, the im- 
mediate beneficial effect it would have, as well as all of the other 
methods that have been outlined as far as increasing domestic pro- 
duction. Is that correct? 

Mr. Gheit. Yes. 
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Mr. Burgess. And is there any reason to proceed with only the 
position limits currently and ignore the increased supply activities 
that we’d know we will surely have to undertake within 8 to 10 
years’ time? 

Mr. Gheit. No, that is not going to get the results that we are 
hoping for. It has to be full court press. It has to be a combined 
near-term and long-term strategy. We just cannot stop and go. It 
has to be a long-term strategy that will be implemented over a long 
period of time. 

But immediately we have to do what’s possible to burst this bub- 
ble. 

Mr. Burgess. Well — and I appreciate your saying that because 
I firmly believe that an all-hands-on-deck philosophy is really 
what — what is required here. And so often we seem to be fighting 
ourselves up here. This has been a refreshing exchange this morn- 
ing, or this afternoon, and I really appreciate everyone’s participa- 
tion. 

You know there is another committee that meets just across the 
hall that tends to be perhaps a little more flamboyant in attracting 
the press coverage, and they brought in all the oil company execu- 
tives. Is it safe to say that we’ve moved beyond the point where we 
vilify the oil company executives? 

Mr. Gheit. I’ve been in this business almost 30 years, and I can 
tell you, the oil companies get blamed for something that they have 
absolutely no control over. They are price takers. They don’t have 
any — it’s not a brand name; they are basically in the market every 
day whether oil prices are $10 or oil prices are $140. Yes, $140 or 
$130 oil creates this huge profit, and everybody is blaming the oil 
companies for creating this bubble, or the run-up in oil prices. 

But the fact of the matter is, believe it or not, the stocks of the 
large, integrated oil companies have been down for the year despite 
$140 oil. So shareholders of the large, integrated companies are not 
happy at all with $140 oil. 

Mr. Burgess. Well, does anybody on the panel disagree with that 
philosophically? 

Is there anyone on the panel who believes that creating a situa- 
tion where we tax our domestic oil companies to a greater degree 
will result in more energy being available at a lower price to the 
consumer? Can anyone envision a scenario where that would work? 

We hear discussion of legislation that is going to be before this 
Congress before the end of year where we will increase the taxes 
on our domestic oil producers, the idea being that we will now be 
able — by doing that, we will be able to lower the price to the con- 
sumer and increase the amount of supply. 

Does anybody believe in a rational world that that will work? 

Mr. Gheit. That’s totally, totally irrational. 

Mr. Burgess. OK. Well, I appreciate your candor. 

And, Mr. Chairman, we’ll revisit that again at the appropriate 
time. It has been a long morning. In the interest of time, I’m going 
to yield back the balance of my time. 

Mr. Stupak. I thank the gentleman. 

Mr. Dingell for questions. 

Mr. Dingell. No, Mr. Chairman. I thank you for your courtesy. 

Mr. Stupak. Thank you, Mr. Chairman. 
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Well, that concludes all questions of this panel and I want to 
thank each of you for coming on a very important testimony and 
it certainly has helped us out quite a bit. Thank you. 

Mr. Burgess. Mr. Chairman, if I may, if there are questions that 
come up as a result 

Mr. Stupak. Put it in writing. 

Mr. Burgess. OK, thank you. 

Mr. Stupak. And as always, we’ll submit them in writing if 
someone has further questions. We usually keep the record open 
for 30 days after a hearing to allow opportunity. 

I thank you all for your expertise. Thank you. 

Mr. Stupak. I will call our second panel of witnesses to come for- 
ward. 

On our second panel we have Mr. Doug Steenland, who is Presi- 
dent and CEO of Northwest Airlines; Mr. Eugene Guilford, Jr., who 
is the Executive Director and CEO of the Independent Connecticut 
Petroleum Association; and for our third introduction, I will yield 
to my friend. Congressman Mike Ross of Arkansas, to introduce 
Mr. Williams. 

Mr. Ross, would you like to introduce Mr. Williams, please. 

Mr. Ross. Again, Mr. Chairman, thank you. I’m a member of the 
full committee, not this subcommittee, and I appreciate your select- 
ing an Arkansan as one of our witnesses today. And if my projec- 
tions are correct — I’m on the Energy and the Health Subcommit- 
tees, and I think sometime around 2029, I will get to chair one of 
those, and I will certainly return the favor to you at that time. 

I would like to thank my fellow Arkansan, Mr. Steve Williams, 
for coming before the Committee to testify today about his exten- 
sive experiences with rising diesel prices. Mr. Williams is the 
Chairman and CEO of Maverick USA, which operates the second 
largest company-owned flatbed truck fleet in the United States. In 
addition, he has served as both the Chairman of the Arkansas 
Trucking Association and the American Trucking Association. 
Steve is also on the Executive Committee of the American Trans- 
portation Research Institute and the Transportation Research 
Board of the National Academies of Science. 

Mr. Chairman, I think it is important that we have Steve on the 
panel today, because we have trucking businesses that are going 
out of business because of these high diesel prices; and we also all 
know that it directly relates to the recession we’re in, because we’re 
all paying more for products. Because if you think about it, just 
about everything you buy ends up on the shelf by way of a truck 
that’s typically running on diesel. 

So, Mr. Chairman, thank you for your interest in this issue. 
Thank you for this hearing today. And thank you for including an 
Arkansan that has nationwide experience in the trucking industry 
as part of this panel. I look forward to Steve’s and everyone else’s 
testimony. 

Mr. Stupak. Thank you, Mr. Ross. And if you’re going to be sub- 
committee chair in 2029, I think you’ll have to take that up with 
Mr. Dingell; he will still be running the Committee then. 

It is the policy of this subcommittee to take all testimony under 
oath. Please be advised that witnesses have the right under the 
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Rules of the House be advised by counsel during their testimony. 
Do any of you wish to be advised by counsel? 

The witnesses are indicating that they do not. Therefore, I ask 
you to please rise and raise your right hand and take the oath. 

[Witnesses sworn.] 

Mr. Stupak. Let the record reflect that the witnesses replied in 
the affirmative. You are now under oath. 

Mr. Steenland, we’ll start with you, please, for an opening state- 
ment. We have 5 minutes set aside; if you have a longer statement, 
it will be submitted for inclusion in the hearing record. 

Mr. Steenland. 

STATEMENT OF DOUG STEENLAND, PRESIDENT AND CEO, 
NORTHWEST AIRLINES 

Mr. Steenland. Thank you. Chairman Stupak, Chairman Din- 
gell. Ranking Member Barton. Thank you very much for the oppor- 
tunity to appear here today. I do so wearing two hats, one as 
Chairman of the Air Transportation Association, the trade associa- 
tion of U.S. airlines, the other is as the President and CEO of 
Northwest. 

Having listened to the experts on the original panel, that was a 
very thoughtful discussion. As an industry we support their rec- 
ommendations, and we would urge the Congress to adopt them ex- 
peditiously. Rather than to repeat what they’ve just gone through, 
I think it would be more helpful from the committee’s perspective 
to focus on the real impact that this incredible increase in the price 
of oil has had on the airline industry. 

Specifically, oil is now 40 percent of the total cost of the airline 
industry. For U.S. carriers from 2007 to 2008 the oil bill has gone 
from $41 billion per year to $61 billion per year, a $20 billion in- 
crease. For Northwest alone, in 1 year our fuel costs have gone up 
by $2 billion. The U.S. airline industry this year is forecasting a 
loss well in excess of $10 billion. 

In this instance, the challenge is not so much — is as much the 
speed with which the increase has occurred as the magnitude. If 
you look back over the years from 2005 to 2007, oil went from ap- 
proximately $26 a barrel to $72 a barrel. While those price in- 
creases were difficult, given the time period over which they oc- 
curred, they were, by and large, manageable. In 2007, with oil in 
the $70 range, the airline industry was profitable, and we would 
love if 2008 came even close to looking like 2007 was like. 

However, when the price of oil over the course of 10 months goes 
up $70 a barrel and every dollar, in Northwest’s instance, costs us 
$42 million a year of additional costs. When oil goes up almost $11 
in 1 day, when you have volatility in any given day of, well in ex- 
cess of $3, you are really living in an entirely different world. 

The consequences of this are dramatic. So far this year, eight air- 
lines have shut down, two have filed for Chapter 11, and all of the 
major network carriers are in the process of significantly shrinking 
their capacity. In Northwest’s case, we will be between 8.5 and 9.5 
percent smaller in the fourth quarter of this year than where we 
were last year. Other airlines are shrinking in similar magnitude. 
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Why is this happening? It is happening because we have no 
choice but to take these price increases and pass them through to 
our customers. 

We’ve been through significant restructurings. In Northwest’s 
case, we have taken $2.5 billion a year out of our cost structure 
and through increasing our revenue; so, therefore, we need to pass 
these prices through. As they get passed through, the consumer is 
going to be traveling less, because as prices go up, just like with 
anything in society, demand will go down. And when demand 
comes down, we need to adjust the supply to reflect what that de- 
mand is. 

So, unfortunately, communities will lose service, the level of serv- 
ice will go down, inconvenience will increase, and adjustments in 
employment will have to take place. And given the impact, the in- 
credible impact of air service on the economy, that is then going to 
ripple through and have a correlative effect on other businesses 
and other things that we do. 

For those reasons, we would urge that the Congress act quickly, 
agree on a bipartisan measure that can address the issues that got 
raised by the panel this morning. And we would hope that we 
would be able to see legislation passed by the Congress by the Au- 
gust recess. 

Thank you very much. 

Mr. Stupak. Thank you. 

[The prepared statement of Mr. Steenland follows:] 
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Thank you for the opportunity to appear before you today. As Chairman of the Board of 
Directors of the Air Transport Association and President and CEO of Northwest Airlines, I am 
here to discuss our concerns about the impact of speculation in the energy futures markets. We 
are also concerned about the supply of oil and the impact of the weakening dollar, but today's 
hearing is to address speculation and whether more regulation is necessary. The ATA carriers 
firmly believe additional regulation is necessary. 


Northwest, like other ATA member airlines, is an experienced participant in the energy futures 
markets and we recognize the value of rational and efficient energy futures markets in managing 
our business. When functioning properly, they play an important role in price discovery and 
managing physical supply and financial risk. 


I cannot overstate the importance to my company and the entire U.S. airline industry of 
immediate Congressional action to halt excessive speculation in oil futures markets. Fuel is now 
approaching 40 percent of our operating costs, and growing. In 2008, U.S. airlines are forecast 
to spend $6 1 .2 billion on j et fuel, $20 billion more than in 2007, and are proj ected to incur losses 
totaling close to $10 billion. If the current pricing dynamic does not change, our industry will be 
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severely challenged and will continue shrinking - to the detriment of customers and the 
communities we serve. It is as simple and staik as that. 

The financial health and security of the United States depends, in part, on a commodities matket 
structure that is stable, rational and predictable. Today’s energy commodities markets, however, 
do not display these characteristics. 

The policy provisions of the Commodities Exchange Act (“CEA”) speak in terms of the public 
interest in deterring and preventing price manipulation or any other disruption to market integrity, 
ensuring the financial integrity of commodities transactions and avoiding systemic risk in 
commodities markets. More specifically. Section 6a of the CEA states that “sudden or 
unreasonable fluctuations or unwarranted changes in. . .price of [a] commodity is an undue and 
unnecessary burden on interstate commerce.” These established policies are a beacon for much 
needed reform. 

Unfortunately, the U.S. airline industry has become the poster child for why reform is needed. 

The price of jet fuel, which as you know is tied to the price of oil, is out of control. 

From 2002 through 2007, the annual average price of oil increased from $26 per barrel to $72 a 
barrel, an average annual increase of about $10 per barrel. While this was not insignificant from 
the airlines’ point of view - a $10 increase in the price of oil adds about $420M to Northwest’s 
annual costs, for example - airlines were able to adjust to the increase given the time span during 
which these increases took place. 
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In the past 1 2 months, however, the price of oil has more than doubled - it has increased about 
$70 a barrel. There is nothing that airlines can do to fully absorb this increase. Both the 
magnitude of the increase and the speed at which it has occurred are unprecedented. In a few 
short months the cost of jet fuel has turned industry profits into enormous losses and is adversely 
affecting the industry’s liquidity. 

In 2004, oil started the year at $32.51 and ended the year at $43.36, an increase for the year of 
$10.85. Daily volatility was generally under $1.00. On June 6, 2008, the price of oil rose $10.58 
in a single day, and daily volatility of $3.00 or more has become the norm with no correlative 
changes in supply or demand. We believe this increase in volatility reflects the increase in 
speculation and the degree to which it is affecting oil prices. 

The consequence of the meteoric rise in oil and jet fuel prices is self-evident. Since Christmas, 
eight airlines - Aloha, MAXjet, Big Sky, ATA, Champion, Air Midwest, Eos and Skybus - have 
shut down. Frontier Airlines has been operating under Chapter 1 1 since April and Gemini Air 
Cargo just filed for Chapter 1 1 protection for the second time in two years. 

All six network carriers have announced significant capacity cuts and service reduetions, as well 
as difficult headcount reductions, to take effect after the summer travel season. American 
Airlines intends to reduce fourth quarter domestic capacity 1 1-12 percent, retire 75 mainline and 
regional aircraft and may eliminate thousands of jobs. United Airlines said it will ground at least 
100 airplanes and is looking at shrinking staff Delta is redueing domestic capacity by 13 
percent in the second half of 2008, eliminating 4000 positions and shedding aircraft. Continental 
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Airlines announced that it would reduce fourth quarter domestic mainline capacity by 1 1 percent, 
will eliminate 44 routes and cut 3000 jobs. US Airways will shrink domestic capacity in the 
fourth quarter by 6-8 percent. Northwest plans to reduce fourth quarter capacity by 8.5 percent 
to 9.5 percent. 

Further bankruptcies, liquidations, capacity adjustments and layoffs are to be expected if these 
oil prices continue. 

Supply and demand fundamentals alone do not explain the price increases and volatility 
experienced in the energy markets. While the worldwide daily demand for oil has been growing 
by about a million barrels every year since 2004, this does not explain an increase in oil prices of 
over 1 00 percent during the last 1 2 months. Demand increased about 2 percent during that 
period. 

In March of this year, about 1,2 billion barrels of oil were traded on average every day on the 
NYMEX and the London Intercontinental Exchange. World consumption is only about 87 
million barrels a day. This means that the volume of paper transactions every day is more than 
13 times larger than the actual amount of oil used worldwide in a day. 

What has caused this disconnect between prices and supply and demand fundamentals? 
According to numerous experts, the fundamental difference between the oil market today and the 
market of a few years ago is the increase in speculative investment in the futures market by 
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financial instiftitions such as pension funds, investment banks and hedge funds. Lehman 
Brothers, for example, in its May 29 Energy Special Report, Oil Dot-com, stated: 

"We have argued recently that some of the price buoyancy during Q1 reflected financial flows 
and investments in oil and other commodities. In our Energy Special Report on May 16, Is it a 
Bubble, we argued that large investor purchases of commodity indices and other structured 
products had a measurable effect on prices during the period leading up to the beginning of Q2. 
The motivation of investors — mostly institutional investors from pension, endowment, and 
sovereign wealth funds — was to take advantage of current commodity fundamentals with the 
expectation that commodities would outperform equities and bonds in the period ahead." 

As Senator Carl Levin of Michigan, the home state of my company’s largest hub, noted in a floor 
statement on June 12, the number of futures and options contracts held by speculators in oil on 
the New York Mercantile Exchange has increased from 100,000 contracts in 2001 to 1.2 million 
contracts today. He noted that this represents 40 percent of the oil futures and options contracts 
on the exchange, compared with 20 percent in 2001. 

From the perspective of the airline industry, which has observed the oil market closely for many 
years because of the significance of fuel costs to our industry, the volume of speculative activity 
has greatly exacerbated the volatility of the market. In our view, the volume of speculative 
activity has translated directly into speculative momentum that has placed upward pressure on oil 
prices irrespective of market fundamentals. 
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The original purpose of the futures market - to allow end users and producers to hedge against 
future price fluctuations - has been subverted. When futures prices are driven by speculative 
activity, hedging becomes a high-risk activity for producers and users. Because futures prices 
are a determinant of spot prices, end users of petroleum products, such as airlines, are forced to 
pay prices which bear a certain relation to the economics of oil production or consumption and 
therefore cannot be planned for. 

Several factors, including changes in the law, have combined to induce this phenomenon. A 
primary culprit is the ability to trade energy commodities on unregulated markets - exchanges 
that the CFTC does not regulate. This is known as the “Enron Loophole,” which was codified by 
the Commodities Futures Modernization Act of 2000. The Enron Loophole created a specific 
exemption from regulation for certain electronic exchanges trading energy products. 

A second culprit is the so-called “London Loophole,” which exempts foreign exchanges from 
CFTC regulation even when facilitating trades in U.S. WTI crude oil futures. Under both 
loopholes, transactions are not subject to U.S. margin requirements, position limits or reporting 
requirements. Regulation also is avoided using the so-called “Swaps Loophole,” which has 
allowed certain bilateral transactions to escape CFTC regulation and oversight, and which has 
led index funds to obtain administrative exemptions from CFTC position limits that are imposed 
on other speculative investors. 

The surge of investment money from pension and other investment funds into the oil futures 
markets cannot be ignored. Money from pension and other passive investment funds has poured 
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into the commodities markets as the stock markets have suffered from a weak economy and a 
weak dollar. Indeed, as reported in the Wall Street Journal, the head of NYSE Euronext, Duncan 
Niederauer, recently acknowledged that “pension funds have made commodities a part of their 
investment portfolios and are investing in them regularly... Frankly, that completely alters the 
supply and demand for these commodities...! think that’s what’s driving it.” (WSJ, June 18, 
2008). 

All of these factors have combined to encourage excessive speculative trading that has resulted 
in “unwarranted changes” - to quote the CEA - in oil futures prices and, as a result, the spot 
market for oil. 

We recognize that other factors are at play, including supply and demand fundamentals and the 
declining value of the U.S. dollar. Consequently, we support an energy policy that also 
addresses our nation’s oil supply and consumption. A sound energy policy will encourage the 
development of alternative fuels for transportation use and enable the United States to increase 
its supply of crude oil in a way that respects environmental concerns; we support the exploration 
and development of our own natural supplies of oil and natural gas. A sound energy policy also 
will encourage efficiency and measures to moderate demand over time. 

We need to address the declining value of the U.S. dollar. Because of the weak value of the 
dollar, U.S. airlines are, at times, paying a 50% premium for jet fuel. 
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But our immediate concern is the purpose of today’s hearing - energy speculation. We firmly 
believe that additional regulation is, in fact, required. To address this situation, the ATA has 
developed a list of common-sense measures that will level the playing field between regulated 
and unregulated exchanges and which, as a consequence, should squeeze from the market the 
speculator premium. 

ATA’s recommendations are: 

• Enact legislation to prohibit pension funds, long recognized as public-purpose entities, from 
investing in energy commodities. It would relieve the upward pressure on oil prices in the futures 
markets. This will protect both the individuals who rely on their pensions to fund their 
retirements and the Pension Benefit Guaranty Corporation, who would have to take over failed 
pension plans. 

• Close the Enron, London and Swaps loopholes that permit institutional investors to avoid 
CFTC regulations and oversight by trading on unregulated and foreign exchanges. 

• Require CFTC to reclassify all the positions in the “commercial trader” category of its 
“Commitments of Traders Reports” to distinguish between positions held by “bona fide physical 
hedgers” and passive institutional investors (speculators). 

• Require the commodity exchanges, and the CFTC in emergencies, to increase the margin 
requirements for institutional investors. This will help reduce the volume of speculative trading. 
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• Require more transparency and give the CFTC more authority to obtain transaction information 
and price reports. This will allow better monitoring by CFTC, enabling it to actively enforce its 
rules and regulations. 

• Require CFTC to work with the United Kingdom and other countries with commodity futures 
exchanges to promote efforts to make sure that traders using exchanges or trading bilaterally 
outside of exchanges are subject to the same limits and reporting requirements. This will 
improve oversight and help ensure fair and equal treatment for all participants. 

• Increase funding to the CFTC to ensure it has the resources it needs to investigate and regulate 
the increasingly complex U.S. and world energy markets. 

In conclusion, we urge swift, bipartisan action to address skyrocketing oil prices that are 
adversely affecting the U.S. airline industry. 
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Mr. Stupak. Mr. Williams, your opening statement. I would ask 
you to pull that mike up there a little bit. 

STATEMENT OF STEVEN R. WILLIAMS, CHAIRMAN AND CEO, 
MAVERICK USA, INC. 

Mr. Williams. Mr. Chairman and members of the subcommittee, 
my wife and I started our company in 1980 with one truck. We em- 
ploy nearly 2,000 people today and operate a little over 1,500 trac- 
tors. And our company serves the steel, building materials, and flat 
glass industries. 

In 2007, despite revenues of 300 million, we lost money for the 
first time in our 27-year history of the company. Our fuel bill in- 
creased $12 million between ’06 and ’07, and we were not able to 
recover this increase due to the weak economy and, frankly, a loss 
of pricing power. 

The national average price of diesel, of diesel fuel, on June 16th 
was $4.62. If this price remains constant for the rest of the year, 
our company’s fuel bill will increase by 49 million this year, from 
66 million to 115 million, a 72 percent increase. 

The fuel crisis is having a dramatic effect on the trucking com- 
munity at large. Tom Albrecht, an analyst with Stephens Inc., 
wrote in June that these fuel prices could force as many as 14 to 
16 percent of the trucking industry to cease operations. Not only 
will this further reduce capacity in the market, it will make the 
used truck market even worse, for, you see, there are few domestic 
buyers for used equipment, and over the last year we as a company 
have been forced to wholesale our tractors to Russia and to Viet- 
nam. 

But the implications to the U.S. economy obviously are of much 
greater concern. Energy experts can certainly lend more to this de- 
bate than I on the impact that speculation is having on the energy 
markets. But, for example. Professor Greenberger testified on June 
the 3rd before the U.S. Senate Commerce Committee and said, “By 
any objective assessment, the crude oil market is now overwhelm- 
ingly dominated by speculation.” We’ve heard an awful lot about 
that already today, but at a minimum, energy trader statements 
continue to be, at a minimum, self-fulfilling prophesies. 

Additionally, oil prices simply do not reflect the fundamentals of 
supply and demand. Tim Evans, an energy futures analyst at 
Citigroup, wrote on June 5th that if demand growth is faltering 
and supply is rising, just as economics would predict should occur 
in the face of rising prices, just why are prices remaining so per- 
sistently strong,” end of his quote. 

I would like to thank the subcommittee’s interest in examining 
ways to regulate this activity. And to whatever degree commodity 
prices are affected by speculation in the market, we must eliminate 
this unnecessary burden on our economy and we must do so quick- 
ly. I would emphasize “quickly.” 

I believe that our efforts to deal with the current costs of fuel 
must be part of a comprehensive strategy, and the strategy must 
first focus on the factors that are driving the cost of diesel. 

Second, the strategy must include regulatory policies that will 
allow our industry to be better stewards of resources that we have. 
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a strategy that could reduce our dependence on foreign oil and im- 
prove the quality of our environment. 

We need an overall strategy that can improve fuel efficiency and 
safety while serving the U.S. economy that will he twice its current 
size within the next 20 years. Trucks will continue to deliver most 
of our Nation’s goods; however, in order to meet the demands of 
our society, 87 percent more trucks will he required than are cur- 
rently on our highways. This will further increase congestion, air 
pollution, and will burn even more fuel. 

In order to meet this challenge, we must consider policies to limit 
vehicle speeds, create incentives for limiting — for adopting environ- 
mental and safety technologies, invest in highway system capacity 
to reduce highway congestion, and safely improve vehicle produc- 
tivity. 

We must encourage the use of renewable fuels, but as a part of 
a sensible national fuel standard. We must assess the true value 
proposition of renewable fuels, such as corn ethanol and biodiesel. 
We must understand the implications of their productions and the 
conditions of their use. Increased domestic exploration and in- 
creased refining capacity must be encouraged when they can be ex- 
panded in an environmentally responsible fashion. 

I have voluntarily invested tens of millions of dollars in virtually 
all of the fuel-saving, safety-improving technologies that are avail- 
able in the market today, but it is going to take much more than 
that. It requires a globally competitive regulatory change to enable 
the continued evolution of the trucking industry to safely meet our 
Nation’s needs. 

I have authored and offer a comprehensive strategy to meet the 
challenges that we face. And this document has been — as a part of 
this attachment, this document details specific action items, and it 
is titled U.S. Freight Transportation Sustainability Initiative. 

I appreciate this opportunity, Mr. Chairman, to offer my insight 
into measures that this Nation should take to address the high cost 
of petroleum. Thank you. 

Mr. Stupak. Thank you, Mr. Williams. 

[The prepared statement of Mr. Williams follows:] 
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Mr. Chairman and Members of the sub-committee: 

My name is Steve Williams and I am the Chairman and CEO of Maverick USA in Little Rock 
Arkansas. 

I have also served as a three time chairman of the Arkansas Trucking Association and am a 
former chairman of the American Trucking Associations. I am on the Executive Committees of 
the American Transportation Research Institute and the Transportation Research Board of the 
National Academies of Science. 

My company, Maverick USA, operates the second largest company-owned flatbed fleet in the 
United States. We employ nearly 2,000 people and operate more than 1,500 tractors. My 
company serves the steel, building material and the flat glass industries. 

In 2007, despite revenues of $300 million we lost money for the first time in our 27 year history. 
Our fuel bill increased by $12,000,000 between 2006 and 2007, and we were not able to recover 
this increase due to a weak economy. 

The national average price of diesel fuel on June 16, 2008, was $4.62 per gallon. If this price 
remains constant for the rest of this year, our company’s fuel bill will increase from $66,923,000 
last year to $1 14,954,000 this year, a 72% increase in one year. 

The fuel crisis is having a dramatic effect on the trucking community. Tom Albrecht, an 
industry analyst with Stephens, Inc., wrote on June 10, 2008, that these fuel prices could force 14 
percent to 16 percent of the trucking industry to cease operations. 

Not only will this further reduce capacity from the market, it will make the used truck market 
even worse. There are few domestic buyers for used equipment and over the last year we have 
been forced to wholesale our tractors to Russia and Vietnam. 

But the implications to the US economy are of even greater concern. Energy experts can lend 
more to the debate than I on the impact that speculation is having on the energy markets. 

For example, Michael Greenberger, of the University of Maryland, testified on June 3, 2008, 
before the U.S. Senate Commerce Committee that, “By any objective assessment, the crude oil 
market is now overwhelmingly dominated by speculation, most of which is not subject to the age 
old controls imposed on speculators in these markets. One can easily see then how Goldman 
Sachs, a huge trader in these markets itself, could confidently predict that oil will soon reach 
$200 per barrel.” 

Additionally, oil prices simply do no reflect the fundamentals of supply and demand. Tim Evans, 
an energy futures analyst at Citigroup, wrote on June 5, 2008, that “if demand growth is faltering 
and supply is rising, just as economics would predict should occur in the face of rising prices, 
just why are prices remaining so persistently strong?” Mr. Evans has raised a question that I hope 
this subcommittee will try and answer. 
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I would like to thank this subcommittee’s interest in examining ways to regulate this activity. To 
whatever degree commodity prices are affected by speculation in the market, we must eliminate 
this unnecessary burden on our economy and we must do so quickly. 

I believe that our efforts to deal with the current cost of fuel must be part of a comprehensive 
strategy. This strategy must first focus on what factors are driving the cost of diesel. Second, the 
strategy must include regulatory policies that will allow our industry to be better stewards of our 
resources, a strategy that can reduce our dependence on foreign oil and improve the quality of 
our environment. 

We need an overall strategy that can improve fuel efficiency and safety while serving a US 
economy that will be twice its current size within the next 20 years. Trucks will continue to 
deliver most of our nation’s goods. However, to meet the demands of our society, 87 percent 
more trucks will be required than are currently on our highways. This will further increase 
highway congestion, air pollution and will bum even more fuel. 

In order to meet this challenge, we must consider policies to limit vehicle speeds; create 
incentives for adopting environmental and safety technologies; invest in highway system 
capacity, reduce highway congestion and safely improve vehicle productivity. 

We must encourage the use of renewable fuels but as a part of a sensible National Fuel Standard. 
We must assess the true value proposition of renewable fuels such as com-ethanol and bio- 
diesel. We must understand the implications of their production and the conditions of their use. 

Increased domestic exploration and increased refining capacity must be encouraged when they 
can be expanded in an environmentally responsible fashion. 

I have voluntarily invested tens of millions of dollars in virtually all of the fuel saving, safety 
improving technologies available on the market today. It is going to take more than that. It 
requires globally competitive regulatory changes to enable the continued evolution of the 
trucking industry to safely meet our nation’s needs. 

I have authored and offer a comprehensive strategy to meet the challenges we face. This 
document details specific action items and is titled U.S. Freight and Transportation Sustainability 
Initiative. 

I appreciate this opportunity to offer my insight into measures that this nation should take to help 
address the high cost of petroleum. 


Thank you. 
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U.S. FREIGHT AND TRANSPORTATION SUSTAINABILITY 

INITIATIVE 

THE CURRENT SITUATION 

The United States economy depends on a muiti-modal transportation freight network, a 
system that delivers more than 1 9 billion tons of freight each year at a value exceeding 
$13 trillion. This means that on a typical day in the United States, more than 53 million 
tons of freight valued at $36 billion moves on the nation’s freight network. 

Of all transportation modes, the trucking industry is the most popular for shipping 
freight, handling more than $8.8 trillion each year, delivering 87 percent of all 
manufactured goods, and employing more people than the other modes combined. 

‘Whether measured by value, weight, or ton-miles of the composite 
estimates, trucking as a single mode (including for hire and private use) 
was the most frequently used mode, hauling an estimated 70 percent of 
the total value, 60 percent of the weight, and 34 percent of the overall ton- 
miles. ” 

“The Bottom Line" 

U.S. Department of Transportation Bureau of Transportation Statistics 

( 2002 ) 

Transportation modes are going to be challenged to meet the needs of the U.S. 
economy. The 

U.S. Department of Transportation projects that freight tonnage will more than double 
by 2035. Again, trucks and the people who drive them will continue to deliver most of 
this freight. 


CURRENT AND PROJECTED SHIPMENTS BY MILLIONS OF TONS 


(l®dls 

1©®2 

2»S 

Truck 

11,539 

22,814 

Rail 

1,879 

3,525 

Water 

701 

1,041 

Air & Air/Truck 

10 

27 

Intermodal 

1,292 

2,598 

(Includes water/truck; rail/truck; postal, courier) 
Pipeline 

3,905 

7,172 

Total 

19,326 

37,178 
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Source: U.S. Department of Transportation, Federal Highway Adnvnistation, Office of Freight Management Operations, 
Freight Analysis Framework, 2006 


CURRENT AND PROJECTED SHIPMENTS BY BILLIONS OF DOLLARS 




2®Si 

Truck 

8,856 

23,767 

Rail 

382 
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Water 

103 

151 

Air & Air/Truck 

663 

2,455 

Intermodal 

1,967 

8,966 

(Includes water/truck; rail/truck; postal; courier) 
Pipeline 

1,149 

2,357 

Total 

13,120 

38,399 


Source: U.S. Department of Transportation, Federal Highway Administration, Office of Freight Management and Operations, 
Freight Analysis Framework, 2006 

Unfortunately, the nation’s infrastructure, particularly its bridges and highways, cannot 
accommodate current, much less projected, economic growth. For example, while the 
economy has doubled in size over the last 20 years, the total number of Interstate lane 
miles increased only 18 percent between 1980 and 2005. 

More relevant is the pace of highway construction, which slowed over the same period. 
In fact, between 1991 and 2005, states added only 1 ,594 miles or 4 percent to our 
highway system. This lack of investment in system capacity has increased congestion 
and pollution while simultaneously reducing US productivity. 


THE CHALLENGE 

Fundamentally, the growth of the US economy necessitates that the trucking industry 
deliver more freight over an increasingly congested infrastructure while simultaneously 
improving highway safety. 

Politicians must assume more responsibility to ensure that the trucking industry can 
meet this challenge. A lack of political will to raise federal taxes has spawned waves of 
unacceptable alternatives — decentralization, privatization and the subsequent tolling of 
existing highways and other so-called creative highway financing alternatives. Further, 
increasing highway safety cannot occur unless government provides the necessary 
funds to enforce safety regulations. 
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This current regulatory doctrine, our lack of investment in infrastructure and no 
rationalized transportation strategy puts this nation at a competitive disadvantage with 
other industrialized nations. 

The trucking industry is further challenged to meet its objectives due to unprecedented 
fuel prices, necessary but expensive environmental protections, and a shortage of 
qualified drivers. 


THE SOLUTION 

The following legislative and regulatory recommendations are inter-related and mutually 
dependent. If adopted as a comprehensive package, the trucking industry will meet the 
needs of a growing economy safely, efficiently and in an environmentally friendly 
manner. These initiatives are not designed to impose economic regulation. 

There are five legislative and regulatory sections: 

Safety 

Environment 

Workforce 

Infrastructure 

Productivity 


SAFETY 

The following components will improve highway safety: 

• increase minimum financial responsibility requirements for motor carriers 
from $700k to $5 million 

• provide incentives to install Integrated Vehicle Based Safety Systems 
(iVBSS) 

• mandate electronic on-board recorders (EOBRs) in all commercial trucks 

• pass federal pre-emptive primary seat belt laws for all vehicles 

• require increased training standards for entry-level truck drivers 

• create a national database for commercial drivers who test positive on 
drug and alcohol exams 

• create a national database to track commercial drivers that violate hours of 
service rules 

• expedite FMCSA rulemaking pertaining to 391 .25 (ENS) Employer 
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Notification System 

• set a maximum speed limit for all commercial vehicles 
■ mandate speed governors on all commercial vehicles 

• increase shipper responsibility for non-compliance of hours-of-service 
rules 


Safety Highlights 

The trucking industry must operate safely in an environment that will become more 
complex and congested. Stakeholders must be assured that the people who operate 
equipment are “privileged” to do so and are well-trained, highly skilled, drug and alcohol 
free, and sufficiently rested. 

The use of various safety technologies such as collision avoidance, roll stability and 
lane departure systems can save lives. However, their use is currently voluntary and 
not widely implemented due to their initial cost. The broader use of Integrated Vehicle 
Based Safety Systems (IVBSS) should be promoted by providing a tax credit to 
purchasers of commercial motor vehicles equipped with certain advanced safety 
technologies. 

The trucking industry is composed of large national enterprises as well as a host of 
small businesses. In fact, 91 percent of motor carriers are small businesses, operating 
20 or fewer trucks. All trucking companies, whether the largest or smallest, operate in 
the same business environment, one that is extremely competitive with narrow profit 
margins. The mandatory use of electronic onboard recorders (EOBRs) in all commercial 
trucks, regardless of the company's size, is the foundation upon which other system 
improvements can be built. Also required should be adequate funding to enforce 
mandatory compliance of EOBRs. The EOBR and the financiai support required to 
insure its compliance are critical pieces to ensure that all segments of the industry 
operate on a “level playing field." The EOBR and the financial support required to 
ensure compliance of hours-of-service is a critical piece allowing the industry a level 
playing field that is necessary to rationalize the industry’s further investment in the 
capacity needed to meet the demands of a growing economy. 

If shippers are complicit in allowing motor carriers to ignore regulations, they shouid be 
held accountable. Carriers that consistently ignore federal hours-of-service rules should 
be tracked to determine if there are also commonalities among shippers with 
corresponding penalties accruing to these shippers. 

Funding should be adequate to ensure a higher degree of compliance with federal 
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hours-of-service regulations, a factor that will further increase the cost of transportation 
however. 


ENVIRONMENT 

The following components will improve the environment: 

• pass a pre-emptive Federal anti-idling mandate 

• pass a federal bio-diesel mandate not to exceed a 5 percent blend 

• provide incentives for early adoption of clean engine technology 

• mandate speed limiting governors in all commercial vehicles, a measure 
that will conserve fuel and improve highway safety 

Environmental Highlights 

The trucking industry is committed to a clean environment. In fact, trucking was the first 
transportation mode to embrace advanced diesel engine emission control systems. 
Beginning in 2002, the industry began buying new engines that incorporated exhaust 
gas recirculation (EGR) and other emission control technologies that reduced harmful 
nitrogen oxide (NOx). 

In 2007, new diesel engines were required by law to incorporate diesel particulate filters 
(DPFs) to reduce tailpipe emissions of particulate matter (PM) by 90 percent. These 
new regulations will ultimately result in a 90 percent reduction in NOx. 

To enable the use of these new emission reduction technologies, the trucking industry 
began using ultra-low sulfur diesel fuel (ULSD) in 2006. ULSD now represents the vast 
majority of the on-road diesel fuel purchased in the US and has reined in sulfur levels to 
near-zero (15 parts/million). 

These latest efforts to improve air quality continue a nearly quarter-century trend of 
reducing truck emissions. In 2002, on-road diesel engines contributed approximately 
one percent of the nation’s total emissions of volatile organic compounds, carbon 
monoxide and sulfur dioxide, less than 1.5 percent of the nation's total emissions of 
NOx and account for less than 6 percent of the nation’s greenhouse gas emissions. 

Nationally, on-road heavy-duty diesel trucks produce half as much fine particulates as 
off road sources, including construction and farm equipment, locomotive, and marine 
vessels. When compared to the EPA’s 2002 emissions inventory baseline, PM and NOx 
emissions from heavy-duty trucks will be reduced by more than 40 percent by 2010 and 
by more than 70 percent by 2020 due to stricter engine and diesel fuel standards. 
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The US can iearn from its European counterparts by adopting incentives to encourage 
the early adoption of technology to meet clean engine mandates. 

A national speed limit for vehicles should not exceed 65 miles per hour. Maximum truck 
speeds should be governed at no more than 65 miles per hour for new vehicles. The 
rate of speed by which a truck travels is directly related to fuel consumption. In turn, fuel 
consumption is directly related to levels of pollutants. On average, a truck traveling at 65 
mph versus 75 mph will burn 27 percent less fuel. Through better speed enforcement 
for cars and trucks, dramatic improvements in air quality could be achieved. 

The trucking industry supports the development of alternative fuels, including the use of 
bio-diesel when the percentage blended is limited to 5 percent. 

The industry understands that cities, counties, and state governments want to limit 
pollution. However, adopting a variety of well-intentioned truck idling regulations 
throughout the country will create a myriad of confusing regulations. Further, these 
regulations often have a negative impact on the quality of life of drivers. They can 
actually increase driver fatigue and possibly jeopardize public safety. There must be a 
pre-emptive federal regulation to harmonize various state, county and cities ordinances 
for vehicles that operate in interstate commerce. A uniform standard of specifications 
must be established to insure the development and investment in technology solutions 
that meet a national standard. 


WORKFORCE 

The following workforce components will help ensure that the trucking industry can 
attract and keep qualified labor: 

• targeted funding for driver training 

• change DOL classification of truck driver from unskilled to skilled labor 

Workforce Highlights 

The demographics of our population have changed dramatically. Not only is the 
population from which the trucking industry hires shrinking more dramatically than the 
general population, their average age is increasing rapidly. While the gross domestic 
product (GDP) continues to increase demand, research indicates that the trucking 
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industry will need to hire an average of 54,000 additional drivers per year due to growth 
of the industry and retirement. The current driver shortage is estimated at 20,000 and is 
expected to grow to 1 1 1 ,000 by 201 0. 

There are fewer qualified truck drivers due to these changing workforce demographics. 
As demand for more drivers goes up, drivers will more likely operate in a more 
congested and challenging environment but will have less experience and be less 
qualified than today’s operators. Training standards must be strengthened to ensure that 
tomorrow’s truck drivers operate their equipment safely. 

Adjusted for inflation, the average truck driver in the US is working for less money today 
than he did 27 years ago. In the future, increased demand for drivers who can comply 
with a more disciplined regulatory environment will command relatively higher wages. It 
is worth noting that these good paying “driving jobs” cannot be exported to other 
nations. 

The federal government should include greater support for initiatives that will support 
the training of drivers of commercial vehicles. The US Department of Labor should 
change the classification of truck drivers from unskilled to skilled labor. There should be 
greater oversight of curriculum and performance standards for CDL schools. This will 
have a positive impact on not only the numbers of individuals eligible to operate trucks 
but will help their ability to operate them safely on our nation’s highways. Currently, 
there are driving schools that are not much more than “CDL mills,” more interested in 
graduating students and collecting tuition than in efficiently preparing men and women 
to operate commercial vehicles safely. 

INFRASTRUCTURE 

The following Infrastructure Components will provide the funding necessary to improve 
the nation’s highways and bridges to meet the needs of a growing economy: 

• dramatically increase funding for nation’s highway infrastructure 

• preserve the federal diesel fuel tax 

• preserve the federal highway use tax (FHUT) 

• preserve the federal excise tax (FET) 

• promote greater Inter-modal (truck-rail) connectivity 

• no privatization of the federal highway system 

• ban toll road conversion of existing segments of the federal highway system 

• develop a new federal network of freight corridors 

• strategic placement of rest areas for commercial vehicles 
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Infrastructure Highlights 

The current tax system for funding infrastructure works well. The system should offer 
the structural flexibility necessary to respond to the new fuel saving technologies that 
will come on line in the years ahead in the US commercial fleet market. 

The combination of State Fuel Taxes, Federal Fuel taxes, Federal Highway Use Taxes, 
and Federal Excise Tax create a tax mechanism that works. The rates simply need to 
change to respond to improvements in fuel consumption and class of vehicle. 

More importantly, the legislative and executive branches of government must have the 
political courage to raise our taxes, an action that the commercial trucking industry will 
support under certain conditions. 

The trucking industry will support “what is required" in order to respond to this national 
crisis as long as these additional revenues are dedicated to highways of national 
significance or freight corridors. The federal government should use a centralized 
approach to build and maintain our highway system going forward. 

The nation's highways must accommodate its drivers safely. For example, truck drivers 
must have a sufficient number of rest areas and parking to ensure they receive the rest 
that federal regulations require. There is a current shortage of truck parking spaces 
along our nation's primary freight corridors. Drivers who are forced to use exit ramps to 
sleep are being ticketed, disrupting rest cycles and yet no other options are available. 


PRODUCTIVITY 

The following productivity components will ensure that the trucking industry efficiently 
meets the demands for freight delivery while minimizing congestion: 

• modify truck size and weight regulations 

• protect state grandfather rights 

• support 53 feet as the federal maximum and minimum trailer length limit on the 
National Highway Network 

• harmonize western state LCV size and weight limits per The Federal Highway 
Administration’s Western Uniformity Scenario Analysis. 

• allow limited use of longer combination vehicles (LCVs) operations beyond the 
Western Scenario states. 

• increase the combined gross vehicle weight on semi-trucks with six axles to 
97,000 lbs. 
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Productivity Highlights 

Despite having the most developed highway system in the world, the United States has 
the most restrictive truck size and weight regulations of any developed country. At the 
same time, America’s freight transportation demands are greater than any other nation. 

While trains have gotten longer and planes and ships are larger, thereby increasing 
their productivity, the trucking industry remains in a holding pattern despite hauling most 
of the nation’s freight. Congress froze all truck size and weight regulations more than 25 
years ago. During that period, GDP grew from $3 trillion in 1982 to $12.5 trillion in 2005. 
The total number of vehicle miles traveled by commercial vehicles has grown 
proportionally on a National Highway System that has grown by less than 18 percent. 

More Productive Vehicles (MPVs) should be allowed to operate in the US where it 
makes operational sense for them to do so. MPVs currently operate safely in various 
regions of the country. However, they are not allowed in other parts for various reasons, 
usually political, despite recommendations by the National Academies of Sciences' 
Transportation Research Board and the US Department of Transportation's ‘Truck Size 
and Weight' study it released in 2000. 

Not only do MPVs have a positive impact on the environment, they have a positive 
impact on highway safety. Their safety record is superior to their traditional 
counterparts. Additionally, MPVs reduce the number of vehicle miles traveled (VMT) 
therefore reducing risk. 

Increasing truck size and weight regulations will reduce air pollution by 1 1-35 percent, 
depending on the MPV being used. Coupled with improvements in anti-idling 
technology, wide base tires, improved aerodynamics, lowering vehicle speed, new 
engine technology and with the properly scaled development and distribution of bio- 
diesel, our dependence on foreign oil could be cut in half in the near term {when 
measured by the ton mile). 


CONCLUSION 

Politics surrounding the upcoming federal highway reauthorization process and a 
current void in having a national transportation policy threaten to bring the nation's 
transportation system and the economy to its knees. Our leaders need to find their 
collective North Star. 
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Unless we find a way to upgrade our nation’s largest public works project, the interstate 
highway network, our country could soon find itself at a competitive disadvantage in the 
global economy. 

With the unprecedented growth of the trucking industry, of which 87 percent is truckload 
and 13 percent is iess-than-truckload, since the industry was deregulated in 1980, the 
cost of trucking has declined to 4.8 percent of GDP, its lowest level on record. This 
trend cannot be sustained nor should it until radical changes are made in improving 
productivity (far exceeding state-of-the-art). 

Logistics cost as a percentage of GDP will trend upward from the current low. 
Investments in technology to improve safety and the environment; investments in 
workforce training and development; investments in infrastructure will all come at a 
tremendous price and will drive up total logistics cost. In fact, every solution required to 
meet the challenge that we face will add cost. 

Supporting this comprehensive trucking initiative will allow the industry to improve 
productivity safely and efficiently. This improvement in productivity, frozen for over a 
quarter of a century, will be the primary offset to mitigate the increased cost of 
transportation. However, more importantly, as transportation cost are poised to increase 
as a percentage of GDP, American consumers will be investing in transportation 
solutions that will allow the trucking industry to meet its charge to move the nation's 
freight while improving highway safety and the quality of the environment. 
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Mr. Stupak. Mr. Guilford, your opening statement, please, sir. 

STATEMENT OF EUGENE A. GUILFORD, JR., EXECUTIVE DI- 
RECTOR AND CEO, INDEPENDENT CONNECTICUT PETRO- 
LEUM ASSOCIATION 

Mr. Guilford. Thank you, Mr. Chairman, members of the com- 
mittee. 

In March of 2004 our association went to Connecticut First Dis- 
trict Congressman John Larson with concerns about the behavior 
of the energy commodity markets, the enormous daily volatility we 
were seeing in those markets, and asked if our congressman 
couldn’t work with other Members of Congress to initiate a Govern- 
ment Accountability Office study of the authorities of the Commod- 
ities Futures Trading Commission to determine if the CFTC had 
sufficient authority and resources to properly oversee all energy 
complex trading activities. 

Our members, on behalf of our heating oil consumers in our 
State, are physical traders. We offer to our consumers the oppor- 
tunity to lock in their heating oil prices for the summer — for the 
winter, rather — so this is an extremely important issue to us and 
to our customers. 

When that study’s results came back, we learned that the CFTC 
had multiple loopholes in its statutory authorities without reason, 
not the least of which we now know to be the Enron loophole, the 
swap trade loophole, and the foreign board of trade loophole, effec- 
tively blinding the CFTC to more than half of the daily activities 
in the daily complex. 

In short, we learned that the CFTC did not have sufficient au- 
thority and resources, and while Congress recently closed the 
Enron loophole, we know we have more to do. 

The evidence of the need of this inquiry here and elsewhere in 
Congress is clear. On Black Friday, June 6th, 2008, crude oil hit 
an all-time high of $139.12 a barrel. Heating oil and gasoline hit 
new highs of $3.98 and $3.55 a gallon respectively. The total crude 
oil traded on the NYMEX that day equaled over 1 billion barrels, 
or 12 days of world consumption and 214 days of U.S. consumption. 
Four billion barrels of heating oil were traded, equaling half of the 
total U.S. consumption of heating oil in 1 year. 

Wall Street’s justification for sending this multibillion dollar en- 
ergy bill to America pointed to: A, one Morgan Stanley analyst’s 
view of crude oil going to $150 a barrel by the 4th of July after 
having declined $15 a barrel in the previous week; B, European 
central banks worrying about inflation and increasing interest 
rates driving down the value of the dollar, increasing the billions 
flowing from investment banks and hedge funds into commodities; 
and C, the Israeli Transportation Minister threatening Iran over 
its nuclear program. 

Not even when Hurricanes Katrina and Rita actually did damage 
to America’s energy production did prices rise as much as on June 
6th, 2008, and nothing that happened that Friday had any bearing 
on energy production. It was entirely speculation-driven fear on the 
part of Wall Street. 

The average service station operator we represent had to spend 
$8,000 for a load of gasoline in 2002 and now, for that same load 
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of gasoline, spends over $25,000. The average 2.5-million-gallon 
heating oil distributor that had to capitalize just over $1 million for 
the heating season in 1998-99 for wholesale heating oil, will need 
to capitalize over $9 million in the coming heating season, more 
than three times the net value of the company itself. In 1 month, 
next January 2009, this average local heating oil retailer will sell 
20 percent of its annual volume, requiring $2 million in credit, just 
to buy wholesale heating oil for the general public, in 1 month. 

Now, in a world of trillions and billions, that may not seem like 
a lot, but multiply that times 300 heating oil retailers needing $2 
million each, and pretty soon that’s real money. And we’re a small 
State. Multiply that times 25 oil-heat States, and you a have tre- 
mendous amount of capital that’s going to be needed just to get us 
through this coming season. And we face the same credit crunch 
as every other American when it comes to attempting to borrow 
these staggering sums just to be able to serve our customers. 

These crushing prices hurt not just the least well off of our cus- 
tomers, whose annual low-income energy assistance benefit paid for 
less than half of last year’s energy needs and it will pay for less 
than a quarter of next year’s energy needs based on where prices 
are headed, but these prices now drive the middle class to taking 
longer to pay their bills as they rely increasingly on using credit 
cards just to get by. 

More than a quarter of our customers were over 45 days late in 
paying their energy bills at the end of the recent heating season. 
In short, America was drowning in a sea of red ink trying to cope 
with energy costs, from airlines to trucking companies to large and 
small businesses, agricultural and everyday Americans. 

We advocate strong and immediate actions to close the foreign 
boards of trade and swap trader loopholes in current law. We advo- 
cate for strong and immediate actions to substantially reduce the 
role of noncommercial energy complex investors as they are now 
buying more paper contracts than physical energy. And where they 
cannot accept physical energy itself, their role in the energy market 
trading should be severely restrained. 

You will hear that such actions will reduce liquidity and poten- 
tially drive prices higher. We are all drowning in the liquidity 
pumped into this system from hedge funds, investment banks, 
index funds, and derivatives traders. 

We had no liquidity issues in 2002 in a market that operated 
with greater stability and certainty as the point of price discovery 
that it was meant to be with significantly less participation from 
noncommercial financial interests. This debate, to us, is about the 
liquidity we lack in being able to serve our customers, and our cus- 
tomers’ lack of liquidity in being able to afford the energy they 
need to run their businesses, to use transportation, and to heat and 
cool their homes. 

Our members are taking strong advantage of alternative fuel op- 
portunities that this Congress has provided them; more than 30 
percent are involved in biofuels. Our State has been the first in the 
Nation to create a fuel oil conservation fund and board specifically 
designed to reduce the amount of fuel oil that is used in our State 
by upgrading old, inefficient heating systems to new, high-effi- 
ciency heating systems by taking advantage of some of our indus- 
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try’s best technology. So we’re trying the best we can on the de- 
mand side. 

Finally, this isn’t just about oil and gasoline. The December 2008 
NYMEX contract for natural gas has increased in value 83 percent 
since January, a harbinger of higher electricity and heating costs. 
In the coming months, just around the corner for natural gas users, 
prices have already started to rise for end-user consumers of nat- 
ural gas. So there doesn’t appear to be anywhere anyone can go in 
order to escape the reality of higher energy costs in America. 

Thank you. And I would be happy to answer any questions you 
might have. 

[The prepared statement of Mr. Guilford follows:] 
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Before the 

United States House of Representatives 
Committee on Energy & Commerce 
Subcommittee for Oversight & Investigations 

Washington, DC 
June 23, 2008 


Honorable Chairman Stupak, Ranking Member Shimkus and distinguished members of the 
committee, thank you for the invitation to testify before you today on the issue of speculation 
and alleged manipulation in the energy commodities markets, and its impact on independent, 
small business energy distributors and their customers. 


About NEFl & ICPA 

I testify before you today as Executive Director of the Independent Connecticut Petroleum 
Association'. Our association was formed in 1950 and represents 549 independent, locally 
owned and operated motor fuels and heating fuels distributors in Connecticut that serve 682,000 
heating consumers. 

I also testify on behalf of the New England Fuel Institute (NEFI)^, a 60-year-old trade group and 

public policy advocate representing well over 1,000 heating fuel dealers and related services 

companies in the Northeastern United States. NEFI member companies market heating oil, 

bioheat, propane, kerosene, biodiesel, jet fuel, off-road diesel and motor vehicle fuels. 

^ Official website www.icpa.org 
^ Official website www.nefi.com. 
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“Black Friday” Proves Excessive Speculation No Longer A Myth 

On Friday, June 6th, the day that my industry is now calling oil trading “Black Friday,” crude oil 
hit an all-time record of $139,12. Heating oil and gasoline closed at new highs of $3.98 and 
$3.55, respectively. Trading that day was at unprecedented volumes as well as prices. 1.09 
billion barrels of crude oil were traded that day, 53 times daily U.S. consumption. Also that day, 
99 million barrels of heating oil were traded, half of total U.S. consumption per year. Mr. 
Chairman, we are no longer confident that the markets are doing their job of providing our 
industry and consumers with a benchmark for pricing product that is based on economic 
dynamics of supply and demand, and they no longer function as a risk management tool. They 
have become completely disconnected from reality. Is excessive speculation a reality? The 
events of June 6th have shattered all doubt. 

Americans all over the country are joining us in this debate. Millions of people around the world 
are being priced out of the vital consumables that they rely on each and every day to feed their 
families, get to work and heat their homes. It is the latter of these struggles that has my industry 
gravely concerned. Consumers are watching food prices skyrocket, while grocery store shelves 
remain stocked. They see once unthinkable prices at the pump without the long lines at gasoline 
stations experienced during the oil embargoes of the 1970s. The “sticker shock” experienced by 
home heating customers on receipt of their oil or gas bill begs the question of their utility 
company or dealer, “are you running low on supply?” The answer of course is, “no.” No, we 
are not running out of energy. Or food. Yet, millions of Americans, especially low income and 
middle class Americans, are made subject to a roller coaster ride of speculative excess that favors 
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not the small heating oil company or gasoline station owner, but rather the financially-driven 
non-physical commodities market trader. 

How do you explain a rise in crude oil from 50 dollars to nearly 140 over just 16 months? One 
need not be an economist to accurately observe that there was no tripling of demand or sudden 
shock in supply, especially not in our industry. The role of the financial community is more 
clear. 

• America’s financial institutions have an estimated $260 billion invested in energy 
commodities now, up from $13 billion in 2002 - a staggering 1,900% increase. During 
this same time crude oil’s price has increased 600% 

• According to the Bank for International Settlements, as of 3 1 st December 2007, the total 
amount of OTC commodity contracts outstanding came to $9 trillion - up from $7.1 
trillion the previous year, bringing a total of $1 .9 trillion of new investments into 
commodity derivatives during 2007. 

• Let’s assume that oil represents about 70% of those contracts, which seems like a fair 
assumption given that oil is about 70% of the major commodity indices. 70% of $1.9 
trillion is about $1 .33 trillion. Even if we assume that all those commodity contracts used 
zero leverage (which is most likely not true), such an amount of money going into the oil 
market in a single year is certainly enough to move prices. 
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My fellow witnesses today will explain to you how much speculation is playing a role in the 
markets and whether or not traders are “gaming” or manipulating the system. Mr. Chairman, I 
am no trade expert, but as a representative of small businesses heating fuel dealers, I am able 
offer you expertise on the effect that this speculative fervor has had on our members and their 
customers, and what it could mean for home heating in the upcoming winter. 

The Effect on Small Businesses Petroleum Marketers 

Petroleum marketers, like other small businesses, are required to secure lines of credit with a 
bank and supplier in order to purchase the product their retail consumers’ demand. In the current 
environment, the doubling in price of motor and heating fuels over the last 16 months has forced 
these marketers to request a two-fold in their credit lines - and many are being denied. All the 
while, cash flow is slow to come in from customer receivables, especially from low income 
heating oil customers that have exhausted their fuel assistance money and are feeling the overall 
pressure of a slowing economy. The average 2.5 million gallon heating oil company in our state 
that had to capitalize $1,150,000 for wholesale oil in 98/99 is looking at $9,125,000 in 08/09. That 
same company sells 20% of their annual volume in January [500,000 gals], and will need $2 million 
In credit to purchase oil on 10 or 30 day terms and wait 30-45-60 days to be paid by consumers, or 
longer. $2 million in credit for one month. 

Small, independent gasoline, diesel fuel and heating oil dealers continue to hold out hope that 
Government will act soon to mitigate the speculative bonanza in the futures markets, but they 
must look to their public officials for a more immediate solution to the “credit crunch” they are 
currently experiencing. These people need access to the credit required to purchase gasoline, 
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heating oil and other essential fuels in order to meet the needs of their customers, and in the 
current environment many struggle to do so. 

With high prices come high call volumes from customers looking for an explanation. Retail 
gasoline and heating oil dealers and their employees have had to explain the unexplainable, and 
difficult to explain volatility in the energy markets to their customers. Additionally, retail heating 
oil dealers have had to increase their customer communications efforts in order to stave off 
unwarranted negative public relations regarding the image of “oil” and the misperception that 
retail heating oil dealers are “gouging or amassing vast profits like the major oil companies. 

These informative efforts seem to be paying off, and the public is finally starting to come around. 
In a Gallup Poll published earlier this month, when asked “who’s to blame” for rising energy 
costs, the public pointed to Wall Street speculators at 30 percent, up from six percent just two 
weeks prior- they were tied with Congress for the number one spot. The American public is now 
looking to this Congress to act, and to act decisively, as are our member companies and other 
small business around the country. The companies are struggling to remain competitive and to 
provide the quality products and services our economy depends on - the very things that have 
made this country a world leader. 

I am also pleased to announce that my industry, lead by the New England Fuel Institute and the 
Petroleum Marketers Association of America, is spearheading a massive consumer outreach 
campaign called “StopOilSpeculators.com.” Independent energy distributors, including heating 
fuel dealers and gasoline station owners and operators, will disseminate print materials 
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explaining the role opaque and unregulated commodities trading plays in the sky-high prices 
they now face. Consumers will be given an opportunity to write Congress and urge immediate 
action. A similar campaign in the New England, New Jersey and New York State region earlier 
this year produced over 50,000 messages to Congress. By widening this campaign to all fifty 
states, all members of this Congress will be hearing more from their constituents very soon. 

Public Policy Solutions 

So what can Congress do to help solve the problem? Many policies currently being touted on 
both sides of the isle seek to address the unprecedented run-up in energy prices. But these 
proposed initiatives miss the mark because they assume that prices are tied to a shortage of 
supply and an increase in demand. They assume that by increasing supply or by moving to 
alternatives- thereby reducing demand- their proposals will have a real and tangible effect on the 
market and, consequently, consumer prices. 

Proponents of alternative energy are using the current environment to justify a quick and 
progressive advance toward an array of “renewable” and “sustainable” energy sources. Our 
industry agrees that alternatives must be developed in order to reduce our dependence on foreign 
oil and provide cost-effective alternatives to fossil fuels. However, to do so without correcting 
the opaque nature of the futures market could subject these emerging energy sources to the same 
volatility and speculation that today afflicts conventional fossil fuels and other commodities. 
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Alternatively, others on Capitol Hill have called for a quick lifting of the han on off-shore 
drilling and in other areas with bans on oil recovery, such as the Arctic National Wildlife Refuge. 
Our industry supports and endorses proposals to increase domestic production of oil through 
both conventional means such as drilling and unconventional means such as coal-to-liquids 
technology. However, increasing domestic supply of oil will have little or no impact on the 
speculative price of a barrel of oil because these markets have become dislocated from supply 
and demand economics. For example, OPEC has repeatedly submitted that its attempts to 
increase production have fallen on the deaf ears of the speculator, and have thus translated to 
little or no global price relief. 

Congress must move quickly and assertively to address dysfunction within the markets by; 

1 . implementing across-the-board transparency and accountability requirements on all 
energy trading environments, all market participants and for all sizes of positions held by 
closing the so-called “London,” “Dubai” and “Swap Trader” loopholes; 

2. substantially reducing speculation limits and raising margin requirements for all energy 
commodities; 

3. setting aggregate position limits based on positions held in all trading environments and 
mechanisms; 

4. substantially reducing the role non-commercial energy complex investors play in buying 
paper contracts where these players cannot and do not ultimately accept delivery of the 
physical energy being traded on paper; 
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5. implementing tough new financial consequences and mandatory jail sentences for market 
manipulators; 

6. pressuring the CFTC to aggressively enforce existing and future authorities; and 

7. doubling CFTC funding in order to provide it with the personnel and resources it needs to 
effectively monitor the markets to insure the are stable, function and that all trading is 
subject to the rule of law. 

Opponents to greater transparency and regulation argue that such measures will bring about an 
“exodus” to off-shore trading environments. First of all, such a statement implies that there is 
some sort of unethical or abusive trading occurring that one would wish to take off-shore in the 
first place. Second, if these phenomena were to be a real consequence of fully transparent and 
accountable U.S. markets, and trading was to move off-shore, we must follow it. U.S. authorities 
should lead the way in establishing a new and international monitoring regime, and they should 
work to develop new relationships with overseas regulatory agencies. The President should 
make this a priority issue and engage with other G8 leaders on this issue when the meet in 
Japan next month. 

Finally, we hope that Congress will take a look at the heating oil contract on the New York 
Mercantile Exchange, or NYMEX, When the contract was created by NYMEX in 1978, heating 
oil consumption was much greater than diesel consumption, and therefore was used as a 
principle proxy for diesel fuel and other distillates. Today, even though die.sel fuel consumption 
volumes have well surpassed heating oil consumption volumes, diesel and jet fuel is still hedged 
off of the NYMEX heating oil contract. As a result, heating oil may be forced to ride the 
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increasing domestic and foreign demand for diesel fuel. This would explain the spring and early 
summer spikes in heating oil prices that our industry is seeing, despite a bottoining out of 
domestic heating oil demand. Congress should work with heating oil industry leaders and 
experts to determine whether or not diesel fuel and heating oil contracts should he separate 
NYMEX offerings. 

Thank you again, Mr. Chairman, for this opportunity to share my insight on this issue. I 
commend you and your colleagues in this committee for looking hard at this issue, and for 
championing public policy solutions that will help to insure transparent, accountable and stable 
commodities futures markets. I am open to any questions that you might have. 



Testimony of Mr. Gene Guilford 
Summary of Main Points 
June 23, 2008 

Excessive speculation is very real, as evidenced by the run-up in commodity prices in the 
past 16-months and, more recently, the events of “Black Friday,” June 6th. 

American consumers are the hardest hit by this speculative fervor. Consumers are 
acknowledging the role of speculation, and are demanding action by Congress and federal 
authorities at the CFTC. 

Small bu.sinesses are also hit hard, especially small business motor fuel and heating fuel 
companies. Fuel dealers have experienced a strain in cash flow due to consumer financial 
hardship, and their credit lines are not increasing proportionate to the increase in prices - 
making it more difficult to obtain the product they need, when the need it. 

The petroleum marketing industry has announced a major grassroots campaign, 
stopoilspeculatorsc.com, to educate consumers on the role of speculation in increased 
gasoline, diesel fuel, heating oil and other energy prices. 

Congress should pass laws or place appropriate pressure on the CFTC to increase close the 
“London,” “Dubai” and “Swaps” loopholes, and to insure full transparency and anti- 
manipulation rules on all trading activities and environments. 

The administration needs to engage word leaders and regulators in a new global commodities 
trading regime, and this conversation should start at the G8 in July. 

The NYMEX heating oil contract, which is used to hedge diesel fuel and jet fuel, may need 
to be split to offer two different contracts. 
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Mr. Stupak. Thank you. And thank you all for your testimony. 

Mr. Steenland, at the outset let me note, your testimony contains 
a number of helpful recommendations: reduce excessive speculation 
in energy market such as closing the Enron loophole, or the London 
loophole as some call it; closing the swaps; and sealing off some of 
the exemptions that have contributed to the rapid run-up in oil 
speculation. 

Is dealing with the impacts of market speculation the highest 
priority for the airline industry? 

Mr. Steenland. I think the highest priority is to tackle the over- 
all price of fuel, given the fact that it is now 40 percent of our total 
cost pie. 

And when we look at it, we think the solution is a multifaceted 
solution and that clearly addressing the financial speculation, I 
think, is the most immediate thing that the Congress can do. 

I think we would also recognize, as the first panel did, that there 
are longer-term issues that have to be addressed in the form of 
supply, in the form of conservation. We ourselves are investing $6 
billion in terms of a new fleet that will be more cost effective, but 
when you think about the kind of impact on the price of crude that 
the remedies for financial speculation were talked about, whether 
it is $30 or $40 a barrel or whether it is $60 or $70 a barrel, and 
the fact that those changes, those price impacts if they are true are 
likely to happen very, very quickly, that’s what brings us to the 
point of recommending that the Congress act with alacrity and look 
to tackle on these reforms promptly, hopefully prior to the August 
recess, so we can see some of the price rollbacks happening now. 
Because the impact of those price increases is truly devastating. 

Mr. Stupak. What percentage of the increase in your oil costs 
can you actually put on a ticket, pass on to the consumer? Do you 
pass it all on? Do you pass part of it on? 

Mr. Steenland. Clearly, we have not passed all of it on. Partly 
it is due to the speed with which this has occurred. If you just look 
at our first quarter, for example, our fuel bill for operating basi- 
cally the same size airline went up by about $450 million. And our 
pretax profit. This year, we had a pretax loss versus the pretax 
profit. That gap was about — we deteriorated to the tune of about 
$250 million. Our energy costs went up $450 million. Our profit- 
ability swung by about $250 million. 

Mr. Stupak. So what would you say to the consumer out there? 
How much has their airline ticket gone up because of oil prices — 
20 percent? 30 percent? 40 percent? 

Mr. Steenland. It probably depends where you are. So some 
places, it probably has gone up 20 or 30 percent; others, it has not 
gone up very much at all. 

The unfortunate reality is that it hasn’t gone up enough to offset 
the price increases that we have seen so far. So if you take the 
prices that are now in the market and you simply carry them for- 
ward, because we’ve been sort of chasing this price going up, and 
if you assume that these are the prices for the next 12 months, the 
next 24 months, the price of air travel is going to materially in- 
crease over what it is today. 

Mr. Stupak. What happens if it stays at $140 a barrel? Is there 
going to be an airline industry left? 
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Mr. Steenland. Well, I think there will always he an airline in- 
dustry, hut I think the industry will he much smaller than what 
it is today simply because the number of consumers that can afford 
what air travel is going to be at those rates is clearly going to be 
less; and the industry is going to have to right-size itself to deal 
with the fewer number of people that will be traveling. 

Mr. Stupak. Thank you. 

Mr. Williams, with diesel at about $5 a gallon, how many firms 
have gone under? And what’s the outlook for your industry? 

Mr. Williams. Well, the only time this has occurred prior, where 
there has been a significant loss in capacity, was in 2001. But all 
the records would indicate that we’re in uncharted waters here. 
The acceleration of failures is increasing. Again, the 10 to 15 per- 
cent would represent 150 to 200,000 individual units, and the num- 
bers are hard to get because — I think it is important for people to 
understand, when they think of the trucking industry — 91 percent 
of what we would call “the capacity that exists in the market” is 
made up of carriers that have 20 trucks or less; the remaining 9 
percent maybe represents 60 percent of the overall capacity. So it’s 
a very fragmented community. 

A lot of those people that have gone out of business, they don’t 
send out press releases and say, we’ve quit. You will just find the 
truck in a yard, or you will find the truck on a used truck lot some- 
where, so it takes a while for that data to come in. 

But it is going to get much worse as — there are an awful lot of 
mid-sized carriers that are — that have failed, but due to credit ex- 
tensions and the fact that there is such a tremendous amount of 
used equipment sitting with no buyers in this market, that situa- 
tion will get much worse before it gets better. 

Mr. Stupak. Let me ask you what I asked Mr. Steenland, on 
the — how much can you actually pass through to the customer? 
You said you haul steel. How much of that cost — do you pass the 
whole increased cost to the company you’re hauling the steel for? 

Mr. Williams. In 2007, when our fuel prices increased and the 
economy was extremely soft, we were not able to pass that on, and 
therefore, we had — again, our first net loss. 

Mr. Stupak. First loss, yes. 

Mr. Williams. This year, things are better. We’re actually hold- 
ing our own. We are almost back to break even, which I never 
thought would look good. But it is simply a — the economy is not re- 
covered in those segments that we serve; it is simply because of ca- 
pacity that has gone out of the market. Therefore, we have our 
pricing power again. 

I think I can respond to that a little easier by saying, for exam- 
ple, the steel industry, whose prices of their steel maybe are up 
threefold this year and are doing quite well, still cannot move their 
product to market because of capacity. 

The building material side of the business, business is off 30 per- 
cent compared to last year. And last year was a horrible year. They 
can’t move what little shipments they have. They have trouble 
moving it. 

And certainly the fiat glass industry is suffering from a lot of the 
same issues. 
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So the impact and the supply/demand equation for us simply is 
being driven by a lot of capacity leaving the market. And those peo- 
ple that remain will be able to raise their prices to recover that 
fuel. 

Mr. Stupak. a lot of our constituents are saying, when I go to 
the store, things cost more, cost more because of that, the transpor- 
tation cost. Is that a fair statement? 

Mr. Williams. We are and continue trying to pass our costs on, 
and it will vary from market segment to market segment depend- 
ing on the capacity that is still in that marketplace. 

Customers — again, in ’07 it was the same situation, but in ’07, 
did not keep this as whole as they currently are. And you will see 
the price in the various products we haul will certainly have to in- 
crease as the cost of fuel continues to rise. There is no doubt about 
it. 

Mr. Stupak. Mr. Guilford, you recommend that Congress take a 
look at heating and oil futures contracts, and you suggest heating 
oil may skyrocket far in excess of supply and demand simply be- 
cause diesel costs are hedged against the price of heating oil, even 
though diesel volumes far exceed heating oil volumes. 

Has your industry raised this with NYMEX or the Commodities 
Futures Trade Commission? 

Mr. Guilford. Yes. We’ve explored the idea of separating the 
heating oil and the diesel fuel contract, but we are not exactly cer- 
tain what the consequences of that would be yet. 

Mr. Stupak. Were they receptive to this idea of splitting them? 

Mr. Guilford. Sure. I think that they are receptive to listening 
to the idea about whether or not the contract should be separated, 
but we all understand the responsibility to make sure we under- 
stand what the potential consequences of doing that would be be- 
fore it’s actually done. 

So it’s important to us that we understand that first, and I think 
one of the examples of why it is important to continue that discus- 
sion is what happened on June the 6th. The heating oil contract 
went up $0.29 that day, the heating oil contract on the eve of one 
of the most severe heat waves in the northeastern United States. 
Clearly, it wasn’t driven by demand — not a lot of people using heat- 
ing during that period of time. So it seems to us reasonable that 
we would want to explore that. 

Mr. Stupak. Thank you. 

Mr. Whitfield for questions. 

Mr. Whitfield. Thank you, Mr. Chairman. 

Mr. Steenland, did I understand you to say that your jet fuel 
costs over the last year increased by $420 million in 1 year? 

Mr. Steenland. If that were only true. We expect our 2008 costs 
to be almost $2 billion more than our 2007 costs. 

Mr. Whitfield. This is fuel costs only? 

Mr. Steenland. This is fuel costs, right. And for the U.S. car- 
riers we expect costs to be over $20 billion higher in ’08 versus ’07. 

Mr. Whitfield. Well, obviously you can’t operate very long with 
fuel costs that high, I would assume. 

But what steps can you take, as CEO, under the current market 
conditions to address this issue? What steps are available to you? 
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Mr. Steenland. Well, the most immediate effect is to look to try 
to pass these costs through, onto the customer, and that’s not al- 
ways effective because customers — passengers don’t always have to 
fly. And when the price of air travel gets a little too high, some 
elect to drive in lieu thereof, take alternative vacations. Business 
travelers may elect to stay home. So there is clearly an elasticity 
here. 

Other options are to look to recognize that demand is going to 
go down and fly less. 

Mr. Whitfield. So can you cancel routes on your own, or do you 
have to get some regulatory approval to do that? 

Mr. Steenland. You can do it on your own. And every major 
U.S. Airline has announced significant capacity reductions in the 
fourth quarter when you measure the size they are going to he this 
year versus the size they were going to he last year. 

Mr. Whitfield. Mr. Williams, in the trucking business, what 
percent of your business would be under contract and what would 
be what I would refer to as a “spot market”? 

Mr. Williams. Oh, unlike the pre-deregulation market where it 
was more regulated, almost everyone still operates under what 
would be characterized as a contract 

Mr. Whitfield. OK. 

Mr. Williams [continuing]. Market. But it is handled — the dis- 
cipline functions more as a “spot market,” quite frankly. 

Mr. Whitfield. So under the terms of the contract, you cannot 
readily pass on those fuel costs to the shipper? 

Mr. Williams. No. 

There is traditionally a fuel surcharge mechanism that’s a func- 
tion of that, but unfortunately, the way the price of fuel has moved, 
it has never kept us whole. Prices continuing to increase were al- 
ways behind and then the burden of cash flow, certainly for many 
of the operators, is a burden as well. 

Mr. Whitfield. You said your fuel costs increased by $12 million 
last year? 

Mr. Williams. That was between ’06 and ’07. It actually has 
gone up — we’re projecting it to go up $50 million this year. 

Mr. Whitfield. $50 million? 

Mr. Williams. $50 million. 

Mr. Whitfield. Well, I know that both of you do support the pro- 
posals to reform that the first panel had suggested, and we cer- 
tainly are looking into that. 

I want to approach this from a little different perspective, Mr. 
Williams, and that relates to — I was reading an article that said 
that the U.S. has the stiffest diesel emission standards in the 
world, and that trucks meeting those standards get on an average 
of 3 miles per gallon. 

Now, is that accurate or is that misstated? 

Mr. Williams. I would say that’s been misstated. 

Mr. Whitfield. OK. 

Mr. Williams. The facts are that as we have met the most recent 
APA mandates, I believe in ’02, ’07, we’ll have a 2010 coming. In 
the first two series of those, we actually lost fuel efficiency as we 
were achieving the goal of improving the exhaust emissions. 
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We support that, and we have tried to invest in technologies and 
systems that would enable us to have an offset. We certainly want 
to continue to support that, but the reality is, we actually ended 
up running the same miles, burn more fuel to accomplish the clean- 
er environment. 

Mr. Whitfield. So you’re 

Mr. Williams. But the numbers more — my fleet average is 6.7 
miles per gallon. 

Mr. Whitfield. 6.7 miles, OK. 

Mr. Williams. So the 3 would be — there’s actually, unfortu- 
nately, probably equipment that still remains in the fleet that 
would maybe operate at that level. 

Mr. Whitfield. Well, I think it is important that we talk about 
this, because we do all want to protect the environment. But we 
also know that, in doing that, it is raising our costs, and it is going 
to raise fuel costs. 

And I read this quote in an article comparing trucking in China 
and trucking in America. And it talks about in China a $23,000 
diesel engine would meet Euro 2 requirements. The Euro require- 
ments go up to 4. And in the U.S. the trucks that we buy are in 
the neighborhood of $47- to $50,000 per diesel engine, and yet 
we’re getting like 6 miles to a gallon. I mean — yes, 6 miles to a gal- 
lon. 

But I just appreciated your comments on that, because I didn’t 
know what the actual facts were. 

Mr. Williams. Well, I think it’s important that we’re missing — 
it is interesting, listening to the previous panel’s remarks and the 
fact that we have — it has taken $5 diesel and $4 gas for us to be 
talking about this. And yet there are so many things we have with- 
in our control regardless of the price that will allow our fleets to 
be much more efficient, but we have chosen to not accept the chal- 
lenge of trying to make the regulatory changes that need to be 
made. 

But the U.S. has the most restricted truck size, weight policies, 
of any industrialized nation on this planet. 

Mr. Whitfield. Right. 

Mr. Williams. And it will be interesting to see if we’re still en- 
amored with doing the right thing if prices fortunately were to 
come down. Because I think quite frankly there is a motivation to 
do an awful lot of things we need to be doing regardless of the 
price, going to the point about emissions and overall sustainability 
of our industry; and I think that we need to spend a lot of time 
talking about those as well. 

Mr. Whitfield. It affects our competitiveness with countries like 
China and so forth. Thank you. 

Mr. Melancon [presiding]. Thank you, Mr. Whitfield. 

Chairman Dingell is coming. Do you have any questions? 

Mr. Dingell. Mr. Chairman, thank you. Mr. Steenland, welcome. 
You served the committee of the country well, and I am very grate- 
ful to you. 

Mr. Steenland, as I understand it. Northwest Airlines uses a fu- 
tures market to hedge its fuel costs. However, I believe you are 
now encountering a market that has been thrown so far out of 
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bounds by pure speculation and speculators that prices no longer 
reflect the true fundamentals of supply and demand. 

Is that statement correct? 

Mr. Steenland. We believe that that is true, Mr. Chairman. 

Mr. Dingell. What is the practical effect of that? 

Mr. Steenland. The practical effect, as we have seen, is an in- 
crease over the last 10 months in the price of oil, over $70 a barrel, 
which puts oil in completely uncharted waters and threatens the 
integrity of the airline industry as we know it. 

Mr. Dingell. But in your view, the market no longer exists as 
a proper hedging tool for you and for the rest of industry because 
of the fact that it has gotten so distorted; is that correct? 

Mr. Steenland. Well, I think it is primarily the financial players 
that are in the market that are — whether it is the “video barrels” 
or “paper barrels,” whatever you call them, that’s clearly had the 
sort of the retro-rocket impact on the price of fuel. 

We hedge today where we can. It is not very attractive at these 
prices, but when you consider what the run-up is, we look to basi- 
cally buy some insurance policy against prices going even higher. 
So we do that, and the market’s available to do that, and it is an 
important piece of the energy process, but it is clearly the financial 
players that have had the impact that we’ve all testified to and 
talked about this morning. 

Mr. Dingell. On page 8 of your testimony you gave us some su- 
perb recommendations, but just to try to summarize, would raising 
market margin requirements on speculators have a positive effect 
on the market? 

Mr. Steenland. We believe it would. 

Mr. Dingell. To what degree and why? 

Mr. Steenland. Well, I think by taking some of the leverage out 
of the business so you’re not just putting up 5 percent, but you’re 
putting up 50 percent or 33 percent, depending upon the rec- 
ommendations. That may mean that there will be less liquidity and 
less pressure coming in on the futures market, which clearly — as 
that price continues to move up, it affects the spot price that we 
have to pay. 

Mr. Dingell. Mr. Williams and Mr. Guilford, would you like to 
comment on that last question? 

Would raising margin requirements to speculators have a posi- 
tive effect on the market? 

Mr. Guilford. Yes, we think that it would, although we have a 
question about, if you’re operating a $5 billion hedge fund in Fair- 
field County and, for example, you have the ability to invest a mil- 
lion dollars at 9 o’clock in the morning to leverage $100 million 
worth of heating oil and you cash out that position at 4 o’clock in 
the afternoon and book $3.6 million profit, whether increasing just 
the margin requirements is going to be sufficient. Because frankly, 
if you gave me that deal. I’d probably take it every day even if I 
had to put more money on the table. 

Mr. Dingell. Mr. Williams. 

Mr. Williams. I would have to defer to the previous panel to re- 
spond to that. 

But I think it is important to note in regards to the earlier com- 
ments related to hedging. The trucking industry operates on such 
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narrow margins that the notion that there is significant hedging in 
our marketplace, I think would he wrong. 

Mr. Dingell. So you can’t — what you’re telling us is, you can’t 
take advantage of the hedging market because of your margins? 

Mr. Williams. To whatever degree trucking is hedging, it is very 
minimal. And it has historically heen that way, because we can- 
not — it is a risk to come to work every day. 

Mr. Dingell. I don’t mean to cut you off, but I have many ques- 
tions and little time. 

Starting with Mr. Steenland, would closing the London loophole, 
the swaps loophole, and the Enron loophole have a positive effect 
on the market? 

Mr. Steenland. We believe it would, by creating greater trans- 
parency and clear opportunities to regulate where appropriate. 

Mr. Dingell. Mr. Guilford? 

Mr. Gu ilf ord. Yes, sir. 

Mr. Dingell. How important is it, gentlemen, for the Congress 
to get their — the government to get its arms around the problem 
of excessive speculation in the energy markets? 

And you, Mr. Steenland, would this be a matter of high priority 
to the airline industry at this time? 

Mr. Steenland. Very high. And if you just think back to what 
our panelists said this morning, while they had differences of opin- 
ion, I think they ranged from $30 a barrel to $70 a barrel as to 
what they thought the impact would be of the series of rec- 
ommendations that are on the table. 

Mr. Dingell. Thank you. 

Mr. Guilford. 

Mr. Guilford. To put it in context with the 8 billion gallons of 
heating oil used in this country each year — and we have seen an 
increase of $2 a gallon just in the last 12 months — then it has cost 
consumers an additional $16 billion for our product. So 

Mr. Dingell. So you’re telling me it’s a matter of urgent con- 
cern? 

Mr. Guilford. Yes, Mr. Chairman. Soon. 

TheCHAiRMAN. How about you, Mr. Williams? 

Mr. Williams. Urgent. 

Mr. Dingell. I’m sorry. I thought you answered. 

Mr. Williams. No. I’m saying it is urgent and it is extremely ur- 
gent. And I thought it was interesting that a lot of the questions 
related to the implications for the manager and for the funds them- 
selves. And I can tell you, there are a whole bunch of people in 
America driving cars and driving trucks that are having difficulty 
getting to work today and I would say we need to move extremely 
fast. 

And that would be my opinion, sir. 

Mr. Dingell. I would love to ask you all this question, but I no- 
tice the clock has run out on me: what are the consequences if the 
Congress doesn’t act on this matter? May I have unanimous con- 
sent for 1 more minute? 

Mr. Stupak [presiding]. Without objection. 

Mr. Dingell. Thank you, Mr. Chairman. 

Mr. Steenland. 
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Mr. Steenland. I think the consequences, we’ll all he spending 
more for oil than we otherwise need to. 

Mr. Dingell. Mr. Williams. 

Mr. Williams. I would agree. And there will he a tremendous 
loss of capacity within the commercial fleet, and those that remain 
will actually have a very difficult time meeting the shipping needs 
of the community. 

Mr. Dingell. Thank you. 

Mr. Guilford. 

Mr. Guilford. Well, it’s oil, it’s natural gas, it’s gasoline, it’s peo- 
ple’s ability to get back and forth from work. It ripples throughout 
the entire economy. 

And, frankly, the $2.5 billion that Congress spent last year on 
low-income energy assistance is probably going to have to be more 
like $7 billion just to keep up, and that’s just for low-income energy 
assistance. 

Mr. Dingell. Mr. Chairman, I thank you and my colleagues for 
your grace and kindness to me. 

I yield back the balance of my time. 

Mr. Stupak. Thank you, Mr. Dingell. 

Mr. Barton for questions, please. 

Mr. Barton. Thank you, Mr. Chairman. 

Mr. Steenland, I’ve been told that Southwest Airlines has had an 
advantage in the airline industry because several years ago they 
were prescient enough to hedge in the markets and get a fuel cost 
advantage, and that they’ve continued to maintain that advantage 
in this market. 

Is that a true statement? 

Mr. Steenland. Southwest made, in my judgment, one of the 
great bets of all time when it made its fuel wagers back in, I think 
it was the 2002-2003 time frame. And so they’ve enjoyed a signifi- 
cant advantage over the rest of us who did — either couldn’t or did 
not make that former bet. 

Mr. Barton. Now, I understand that the first time Southwest 
did it, the rest of the industry didn’t see a need to, it wasn’t the 
fact that they couldn’t. But this time around, in speaking with Ge- 
rard Arpey, who is the CEO of American Airlines, that is 
headquartered within shouting distance of my district, he indicated 
that American is doing some hedging, but they just don’t have the 
financial ability to do as much as Southwest continues to do. 

Would you agree that generically Southwest just has — because of 
their cash flow position and their profitability, has had a greater 
ability to hedge than some of the other airlines who have been in 
bankruptcy or close to bankruptcy? 

Mr. Steenland. Well, they clearly have a balance sheet advan- 
tage over the rest of the industry. Back in that 2002-2003 time 
frame, that really allowed them to make that wager, where the rest 
of us really couldn’t because we didn’t have the balance sheet or 
the assets to provide counter-party risk. 

And so when one makes those kind of bets, sometimes you are 
right, sometimes you are wrong. You have a party on the other side 
who is making the counter. 

Mr. Barton. Right. 
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Mr. Steenland. So being able to participate in hedging doesn’t 
automatically mean that your fuel bill is going to be lower. But in 
this instance, Southwest clearly was the beneficiary of a very brave 
and, in hindsight, very smart move. 

Mr. Barton. Now, the last question on this subject before I go 
to the next subject. I always assumed that Southwest was playing 
in the futures market, but I was told this morning that they were 
actually buying options on the Chicago commodities market. 

Do you know if that’s true or not? 

Mr. Steenland. I don’t. 

There are any number of ways that one can participate in this, 
one can actually buy — buy options going forward. One can put in 
place collars so you have a protection against the runaway price on 
the top and, in return, you give up some potential upside if prices 
drop below a certain amount. So the cafeteria list of the ways in 
which one could hedge are an almost infinite list. 

And you can either — two ways of doing it are either by looking 
to actually buy the product going forward and locking in your price, 
or approaching it more like an insurance policy and looking to get 
protections against what otherwise might be a runaway price. 

Mr. Barton. Are you testifying on behalf of the airline industry 
or just for Northwest? 

Mr. Steenland. I’m wearing both hats. 

Mr. Barton. OK. 

Does the airline industry support the two-tiered system that we 
talked about in the first panel, where market participants who ac- 
tually take physical possession and are willing to provide physical 
delivery would play under a different set of rules than nonphysical 
participants who were in it purely for the financial opportunity? 

Does the airline industry support that? 

Mr. Steenland. I don’t think we’ve specifically addressed that. 
Congressman. If it would result in lower prices and talking out 
some of the speculative activity by people that are purely playing 
on the “video barrel” side, I believe we would support that. 

Mr. Barton. And aviation fuel that commercial airliners use, it 
is not gasoline, it’s not diesel. It is a form of kerosene, is that 

Mr. Steenland. That is correct. 

Mr. Barton. And so I guess it is theoretically possible we could 
do something on that specific fuel type that might be of some help 
to the airline industry. 

Mr. Steenland. It all ultimately comes out of the crude oil bar- 
rel. But we’ve actually been faced with a double whammy where 
the crack spread to take that crude and refine it into jet has also 
been at historic highs over the course of the last several months. 

So when people talk about oil at $130 a barrel, a lot of times you 
have to add $30 to then refine it into jet. And so we’ve been talking 
about $160 a barrel for jet fuel. 

Mr. Barton. Right now, if I were to go to a municipal airport in 
my congressional district where general aviation planes fuel up, 
what’s the approximate price they would pay for a gallon of avia- 
tion fuel? 

Mr. Steenland. I think well north of $4. 

Mr. Barton. So it is higher? It’s similar to gasoline but not as 
high as diesel? 
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Mr. Steenland. I don’t know where diesel is trading. And some- 
times what comes out of the FBOs tends to he a little higher be- 
cause it has taxes and stuff built in it, but it will be north of $4. 

Mr. Barton. OK. 

Mr. Williams, you own a trucking firm; is that correct? 

Mr. Williams. Yes, sir. 

Mr. Barton. Those in your industry that are going out of busi- 
ness — and we were told that there are approximately 1000 trucking 
companies a month that are going out of business — is it principally 
because they don’t have the capitalization to pay the higher fuel 
costs as they fuel their trucks in routine operations? 

Mr. Williams. Yes, sir, it’s — again, there’s a large segment of the 
community that is poorly capitalized and has been mostly cash flow 
operators for many years. And they have a great deal of difficulty 
in these markets. 

And then there are certainly much larger carriers that are public 
companies that are certainly well capitalized, but they also bear an 
awful — probably not as much 

Mr. Barton. My time has expired. 

The companies that are managing to stay in business, they ap- 
parently are — I think you said in your opening statement, you are 
being able to pass through some of your increased fuel costs; is that 
correct? It is a better market than it was in that regard? 

Mr. Williams. Driven by a lack of capacity and competition with- 
in that marketplace, yes — not because of the good-naturedness. 

Mr. Barton. Oh, I know, I understand that. And in the airline 
industry, because of the competitive pressure primarily the low-cost 
carriers like Southwest, you’re not able to pass through the fuel 
costs, because they are unwilling to raise the price; is that correct? 

Mr. Steenland. That is clearly a reason. 

Another reason is excess capacity in the market; given that, it’s 
just difficult to pass price, sir. 

Mr. Barton. Thank you, Mr. Chairman. 

Mr. Stupak. If I may comment on that, did Southwest increase 
their fares? I mean, they always advertise nothing more than $299; 
and aren’t they now at $549, I think I read in USA Today? 

Mr. Steenland. Southwest has not been immune, and yes, they 
have been on occasion taking fare increases. But I think it would 
be fair to say that the level of fare increases and the frequency of 
them has been less than what the network carriers have been look- 
ing to try to get. 

Mr. Stupak. Thank you. 

Mr. Inslee for questions. 

Mr. Inslee. Mr. Barton noted a different kind of fuel in aircraft. 
I have to point with some pride to the first commercial flight using 
a nonoil-based fuel, using a biofuel, was in a plane built in my dis- 
trict, or next to my district, the Boeing 747 with Virgin Air, using 
a biofuel designed in my State by people at Imperium Energy. And 
we could have some good things happening there, and we will look 
forward to that. 

This is a fairly unusual situation, I think, where three major pil- 
lars of our economy that you represent here hard-headed business 
people come and ask the government to do something in a market, 
in a capitalistic market, and I think that’s kind of unusual. 
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When I and others urged the Administration to intervene during 
the original Enron debacle, the Vice President sort of told us we 
didn’t understand economics and sort of implicitly said we were a 
bunch of economist hippies who didn’t understand how capital mar- 
kets work. 

You are suggesting the government has to do something to allow 
the capital markets to really function. At its base level, could you 
just explain to us why, in this particular circumstance, you believe 
that that’s necessary? 

Why should government have to do anything here that the mar- 
kets just can’t figure out themselves? 

Mr. Guilford. Congressman Inslee, our Congressman is John 
Larson from Connecticut. And he is fond of sending me clips from 
the Congressional Record where he gives floor statements where he 
is addressing these issues, where he refers to his “rock-rib Repub- 
lican constituents” who are talking to him about the problems with 
these markets. And he is talking about us. There are probably no 
greater defenders of the free-enterprise system than we are. 

But where we see what should be free, open, transparent mar- 
kets that are as free of manipulation as is humanly possible to cre- 
ate significantly, at least in our opinion, out of sync with reality, 
then we have no choice but to ask for Government to step in and 
bring order to what should be a marketplace that works as a point 
of price discovery, as opposed to what it has turned into. 

Mr. Steenland. If I could just add, the commodities market is 
a regulated market. There have been changes in it that have gone 
on over time. And when you see today where the financial side of 
the market is 13 times what the physical side is and then you see 
the volatility that exists in that market, I think it creates the ne- 
cessity to have a discussion like we are having today to revisit 
whether the regulatory structure that is now in place is the appro- 
priate one, and whether changes should be made to get us back 
into a mode that better reflects what supply and demand and more 
realistic prices should be. 

Mr. Inslee. So I assume you don’t believe this is a fool’s errand. 
I assume by your comments that you don’t think this will simply 
drive these investments offshore and we will have no regulatory 
control of them. 

Why do you believe this will be successful and not believe that 
people will just flee to some foreign market beyond our control? 

Mr. Steenland. Well, I think the panelists this morning ad- 
dressed that issue. And they are far more expert at this subject 
than I am. But when you see all the other folks who are experts 
in this come to the same conclusion, I think it certainly leads the 
airline industry to the view that these are appropriate and nec- 
essary steps to take very promptly. 

Mr. Inslee. Thank you. 

Mr. Stupak. Mr. Walden for questions. 

Mr. Walden. Thank you very much, Mr. Chairman. 

I want to talk about, Mr. Williams, about the issue with truck- 
ing, because it is now costing, what, about $1,400 to fill up a truck 
with diesel every time you go somewhere and haul goods? 

Mr. Williams. And I get to do that every day just about. 
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Mr. Walden. And the trucks that you have that are surplus that 
you said you are selling overseas, I think you said into Vietnam 
and other countries, is part of that because of the new require- 
ments on fuel and engines here in the United States, that they 
can’t be reused here efficiently? 

Mr. Williams. No, sir. The market is just so poor here. I mean, 
there is a secondary market after we keep a truck for 42 to 48 
months, for example, and get a half a million miles on it that will 
typically go into a secondary market, where that market doesn’t 
exist because those people are the people that have been pretty 
much run out of business and have not been able to survive. 

So a lot of the equipment we’ll be stockpiling up, and we will 
have acres and acres of trucks parked in this country before it’s 
over. And we are moving a lot of that equipment now overseas, 
which has not been done. But it’s not because of any new mandates 
or anything such as that. 

Mr. Walden. Now, this committee, or the full committee, and the 
Energy and Air Quality Subcommittee of this committee are look- 
ing at the issue of carbon and carbon sequestration and cap-and- 
trade. Estimates are that could significantly increase the price of 
fuel, the price of home heating oil especially, the price of fuel oil 
for your jets, the price of diesel for your trucks, the price of gaso- 
line. Some estimates and some have even suggested on this com- 
mittee of a minimum additional 50-cent-a-gallon increase as a price 
signal in the market. And whatever the price signal in the market 
is, it would have to be above today’s fuel costs. 

I am curious — from each of you, what will those cost increases 
mean to your industry if where you’re at today is debilitating? 

Mr. Williams. Could I? 

Mr. Walden. Yes, sure. 

Mr. Williams. I think it’s one of the parts of this whole con- 
versation that’s a bit disturbing, in that to whatever degree the 
price of fuel is higher because of speculation, it’s a limiting factor 
on us raising our taxes that we need to raise so that we can invest 
in infrastructure and offer some long-term solutions for our citi- 
zens. 

So if, in fact, if $2 is going out, in the price of diesel, is going 
to the benefit of a speculator, I would prefer to see 50 cents of that, 
in this example, going into our Highway Trust Eund, specifically 
being used for investments in highways and bridges to move this 
Nation’s freight. 

Mr. Walden. Right, but I don’t think the cap and trade proposal 
puts the money into roads and bridges necessarily. 

Mr. Williams. I would certainly not — I think from a mobile 
source, I think cap and trade is not a good methodology. I do sup- 
port carbon taxes, a fuel tax system, as long as that money is spe- 
cifically used on infrastructure investments. 

Mr. Walden. OK. 

Mr. Steenland, how is the airline industry going to be affected 
under these cap-and-trade proposals? 

Mr. Steenland. It depends on which one. A properly constructed 
cap-and-trade proposal, if it’s global, if everybody’s in it, might be 
a way to address the overall carbon issue. 
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I think we need to take a step back or two, though, because some 
of the policies are based on projections of growth that might’ve 
been what the industry was going to grow when fuel was at $60 
a barrel, but if fuel is going to be at $130, $140 a barrel, there is 
going to be retraction instead of growth. And that is going to make 
a contribution right then and there to carbon emissions. 

So some of the footprint upon which some of these policies are 
being based I think needs to be re-examined based upon some of 
the existing fuel assumptions that are out there. 

Mr. Walden. OK. 

Mr. Guilford, when you are heating with oil at home, what does 
another 50 cents a gallon do to the consumer? 

Mr. Guilford. You know, the devil is in the details, Mr. Walden, 
because we can document in our industry through research and 
work that has been done at the DOE’s Brookhaven National Lab- 
oratory that, in the last 25 years, we’ve managed to have a signifi- 
cant reduction in the per-consumer per-gallon consumption of heat- 
ing oil because of the introduction of new technologies that our in- 
dustry has brought online. 

Mr. Walden. More fuel-efficient furnaces and all? 

Mr. Guilford. Exactly, exactly. For example, if you can take a 
65-percent-efficient furnace and turn it into an 85-percent-efficient 
furnace, you can cut a consumer’s consumption from 1,000 to under 
700 gallons. 

So, depending upon how such a thing were structured, we can 
document that we can already meet some of the cap-and-trade 
ideas that we have seen. 

If it ends up resulting in a significant increase in the price of our 
fuel, if it makes us uncompetitive, obviously that would be some- 
thing that would be very detrimental to our customers. 

Mr. Walden. Because I have heard some estimates out there are 
upwards of a $6 trillion shift in the economy in higher taxes. And 
as I listen to the woes of each of your industries today and the im- 
pact I hear at home, whether I am at the grocery store in Hood 
River, Oregon, or out meeting with farmers in Pine Grove or some- 
where, I am trying to figure out, when it comes to cap and trade, 
it means you are going to pay for something you’ve never paid for 
before, and that’s carbon, and that’s ultimately coming out of the 
consumer’s pocket, right? 

Mr. Guilford. Yes. 

Mr. Williams. Exactly. 

Mr. Walden. Isn’t that going to adversely affect people that 
you’re trying to serve in your own companies? 

Mr. Guilford. Enormously. And on the heating side, the only so- 
lution that we have is to continue to become more and more and 
more efficient, which clearly we have proven we have been able to 
do over the last 25 years, but we would need another quantum leap 
in that ability. 

Mr. Steenland. I think it would be fair to say that the airline 
industry has literally invested tens of billions of dollars in new 
equipment. We, for example, are 25 percent more efficient than 
what we were back in 2000. So that has cost us billions of dollars, 
but in terms of, one, saving in fuel and, two, emitting less carbon. 
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we have really taken a very positive step in that direction, as have 
our competitors. 

Mr. Walden. Right. No, I don’t doubt that. It’s just a matter of 
what’s this added cost going to do to industries and individuals and 
consumers that already seem to be pretty maxed out? 

So thank you, Mr. Chairman. 

Mr. Stupak. Thank you. 

Mr. Green for questions. 

Mr. Green. Thank you, Mr. Chairman. 

Let me first say, having watched the airline industry and the 
trucking industry because of the district I come from, for a number 
of months what the impact of the high fuel costs on our economy, 
you’re the first to get hit, simply the canary in the mine shaft so 
to speak, because it’s going to reverberate in everything that’s de- 
livered by the trucks and everything else. So the rest of the econ- 
omy needs to cushion itself, because those costs are going up. 

Mr. Steenland, in your testimony you mentioned that there are 
several factors affecting oil prices, and an energy policy that ad- 
dresses our Nation’s oil supply and consumption needs to help rem- 
edy oil prices. 

In your opinion, is our current energy policy going in the right 
direction in addressing our supply needs? And could increased en- 
ergy supplies offset some of the unnecessary price increases due to 
the speculation in the markets? 

Mr. Steenland. I think as a longer-term solution, figuring out 
ways to, in an environmentally prudent way, to bring more supply 
online would be an appropriate plank in our overall energy policy, 
as well as looking at alternative fuels, looking at proper conserva- 
tion methods. 

It needs to be a total package, and we need to address it in that 
total way. 

Mr. Green. I guess that’s what I’ve heard from people; it’s not 
a silver bullet. Sure, we need to deal with the speculators, we need 
to do alternatives, and hopefully, for example, the biofuel for the 
747 — in fact, we just opened a huge biofuel facility in Houston that 
is the largest refinery in the country that is nonedibles. Hopefully, 
those biofuels will be nonedible so we don’t see the price of our food 
go up. 

Mr. Steenland. But I think that’s a good example, where 
biofuels is really a multigenerational type of approach, whereas po- 
tentially the kind of things we’re talking about today, we could see 
an impact in 30, 60 days. Some of these other events are longer- 
term. 

Mr. Green. Yes. But we need to do it all. We need alternatives 
and control of the current market, but also we need to produce 
more domestically so we can get that into the market. 

Mr. Steenland. We do. 

Mr. Green. In your opinion, should the ICE regulatory body, the 
Financial Services Authority, be called an equivalent regulatory 
body to the CFTC if they do not require position limits or other 
rules to prohibit excess speculation? Do you think the ICE’s regu- 
latory body, the Financial Services Authority, is anything equiva- 
lent to what we have with our CFTC? 
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Mr. Steenland. I would defer to someone else to answer that 
question. 

Mr. Green. I’ll wait until our next panel then. 

Mr. Williams — and, in fact, Mr. Chairman, I’d like to submit for 
the record, I have a Jet Fuel Reality chart, actually presented by 
Continental Airlines, that appropriately is from Houston, that 
shows the crack spread that has increased on a monthly basis for 
jet fuel. As the price of oil goes up — and I was going to ask Mr. 
Williams, I haven’t seen anything based on diesel fuel prices, be- 
cause we know diesel has gone up. 

Does your association or anyone have any that can compare to, 
for example, in April of 2001, the price of a barrel of oil was $101. 
The crack spread for getting to jet fuel was $27.10. Whereas on 
June the 9th, a little over a month later, the price of oil per barrel 
was $134.40, but the crack spread went up to $31.20. 

Do you have any information on the diesel, how it’s gone up 
based on any of the refining costs? 

Mr. Williams. No, sir. We can make that information available 
to you. 

Mr. Green. OK. 

I think just for the Committee’s benefit in the long term, Mr. 
Chairman, I would like to submit that for the record. 

Mr. Stupak. That will be submitted, without objection. 

[The information appears at the conclusion of the hearing.] 

Mr. Stupak. The gentleman should know that EIA, Energy Infor- 
mation Agency, has provided that information on diesel. The crack 
spread is about 58 cents right now. It was about 47 cents. That is 
the wholesale crack. 

Mr. Green. We are seeing that increase. 

Mr. Guilford, I know the cost of home heating oil has increased. 
Have you looked at — is the volatility in the natural gas market as 
much as it is in the oil market? 

Mr. Guileord. We haven’t looked at it as closely as we do heat- 
ing oil, because we certainly live in heating oil every day. But there 
seems to have been, with the closure of a loophole involving nat- 
ural gas derivatives in 2004, somewhat less volatility. And I think 
that when the next panel meets, that Professor Greenberger can 
address that for you in some detail. 

Mr. Green. OK. 

Mr. Chairman, I appreciate that, because I think there has been 
less volatility in another hydrocarbon market that maybe we could 
look at and see how it comes. 

I want to thank you for this panel. 

Mr. Stupak. I thank the gentleman. 

Also, the EIA — I know you received a copy of the report — they 
looked at the first 3 months of 2008 and compared it with the other 
first 3 months for the last 5 years. And in diesel, in particular, they 
have exported from this country 335,000 barrels of diesel per day 
to keep the margins tight in this country. So there’s plenty of sup- 
ply, but what they’re doing with it certainly affects the price. 

Mr. Melancon for questions? 

Mr. Melancon. Thank you, Mr. Chairman. 

Mr. Williams, my son graduated from high school with a young 
man that has been driving trucks with his dad for years. And I saw 
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him this weekend, and he said, at the rate they’re going, they’re 
going to sell the trucks and he’s going to look for a job. So I under- 
stand. And this is a good, hardworking kid. So I hate to see that 
happen, whether it’s small operations or big operations. 

I don’t really have a lot of questions in this sector, because most 
of the things I’m concerned about are the regulators. But for each 
one of you, Mr. Steenland, from your perspective, how long can 
Northwest or the industry continue before it becomes totally dev- 
astating, from a standpoint of being able to continue as a company 
or as an industry? 

Mr. Steenland. Sure. Well, for eight airlines, it’s already too 
late. They are liquidated, and they’ll never come back. Two airlines 
are now in Chapter 11. And other airlines, it’s a function of what 
their total liquidity is. 

And basically, the industry is going to have to — it’s a bit of a 
race, where we’re looking to pass through these costs as quickly as 
we can. That gets to the speed with which the price has gone up. 
And as those costs get passed through, as we talked about before, 
demand shrinks. And so we need to take capacity out. 

And we need to reach that equilibrium point where customers 
are paying the level of airfare that clearly compensates us for our 
fuel bill and the industry is right-sized then to meet that demand. 

Mr. Melancon. Are you seeing reductions immediately in your 
passenger-carrying? 

Mr. Steenland. Certainly. 

Mr. Melancon. Do you know what percent that is by? 

Mr. Steenland. It’s a function of — we can always put a pas- 
senger on the airplane, depending on the price that we’re prepared 
to charge. So if you look at the usage on the airplane, it’s still fairly 
high, but people are not paying what the true cost is of what it’s 
costing us to provide the service. 

Mr. Melancon. Got you. 

Mr. Williams, any projections? 

Mr. Williams. I think well-capitalized carriers will continue to 
survive. But I think it’s important to note that when they are 
wounded, as they are, they’re unable to invest in a lot of the new 
technologies that will allow us to continue to meet our fundamental 
challenge, and that is to move much more freight in a much more 
congested environment while we improve highway safety. And 
that’s the disservice that’s actually going on here, as well. But 
we’re wasting some time, as we need to get on about doing better 
things in a better way. 

But even if we lose a big chunk of the market, the part that we 
have to understand is that this capacity leaves a lot faster than it 
will ever come back. And when this economy returns, which I’m 
very hopeful that it will soon, there is going to be a significant 
problem on how we get goods to market, whether it’s strawberries 
or coil steel. And that’s a very real probability. 

Mr. Melancon. I see the railroads are advertising, trying to kind 
of do a comparison. Have you seen a decrease in the amount of 
freight that you’re hauling? 

Mr. Williams. Certainly, the building material industry is tied 
directly to the housing crisis that we’re facing. The steel industry 
is very robust, but that is principally driven by the dollar propo- 
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sition by exporting more steel and importing less steel into this 
country. The glass side of the business is actually quite good, but 
that is principally to industry consolidation within that segment 
and exports to Canada. 

So, collectively, demand is up for us currently, but it’s, again, be- 
cause of really a lack of capacity within the market. So we have 
some historic pricing power. So, I mean, that makes us feel good. 

But it’s the overall impact of the cost of transportation to the 
economy that I think needs to be our greatest concern. Because it 
is painful for my employees. I’ve closed three terminals; I actually 
announced that this last week. We’re laying some people off in 
those areas. We have people that we’re losing that have had to 
drive too far to come to work. And it’s a real burden on the men 
and women and their families in this country. 

Mr. Melancon. Thank you. 

Thank you, Mr. Chairman. 

Mr. Stupak. Thank you. 

Mr. Ross for questions. 

Mr. Ross. Thank you, Mr. Chairman. 

For Mr. Williams, you refer in your testimony to Congress sup- 
porting globally competitive regulatory changes. What types of 
changes are you referring to? 

Mr. Williams. Specifically, I commented earlier about size and 
weight regulations. We’re the weakest link in the chain. It’s a glob- 
al supply chain, and the United States has found itself in the pre- 
carious position of being the weakest link. We have the most re- 
strictive size and weight regulations in this country. And so there 
is an opportunity there for us to increase our competitiveness by 
bringing ourselves up to international standards. And I think that 
should be a goal of ours in the years ahead. 

I think the part that’s interesting about that, and I alluded to 
this earlier, is that, will we have the appetite for doing that, 
though, when fuel maybe comes back down to maybe a more mar- 
ket-driven price, assuming that speculation is contributing to that 
price of oil? And that comes back to where we’re doing a lot of soul- 
searching within our own organization, and certainly we have with- 
in the industry, about — is this all about the money or is this all 
about doing the right thing for the environment as well? 

So I think that truck size and weight regulations is a good exam- 
ple of how, for example, depending on the type of more productive 
vehicle that’s in use — and most of this equipment is in use all over 
this country, and certainly in every other country — ranges any- 
where from 11 to 35 percent more productive. 

And, for example, in my own organization, if I simply slow down, 
idle my equipment less, and were to take advantage of one of these 
particular adjustments that I’m talking about that we have regu- 
latory power to change, I could reduce my fuel consumption by 37 
percent. And that’s without any new technology. And to give you 
an idea what that would mean to me in a marketplace that I lost 
money in last year, that would save me $50 million in fuel. 

So I think sensible, long-term strategies on bringing ourselves 
more into line with what’s going on with the rest of the world 
would have significant effects, both for the environment, for high- 
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way safety, and certainly would reduce our dependence on foreign 
oil. But that’s going to take a constructive change. 

Mr. Ross. It would seem to me that — and I mentioned earlier I 
think these high fuel prices, gas, diesel, apparently next it’s going 
to he natural gas, we’ll experience that in the winter, have a direct 
relationship to this economic recession we’re in. So I think a lot of 
people are wondering, how long are we looking at prices the way 
we are now? 

And it affects everyone. I represent a lot of farmers. Diesel prices 
have really affected them, because that’s how they irrigate and get 
their produce to market. Just since this meeting started, I talked 
to an electrical contractor who has a diesel pickup, and he requires 
a pickup because of the nature of his work. He said it cost him 
$150 to get to work today. Now, granted he drove quite a ways to 
get to work today, but it’s unconscionable. 

I had a small trucker call me recently; he just has three trucks. 
And he says he bids on a job, and he has to be competitive with 
his bid, and then overnight the price of diesel goes up, and some- 
times it goes up from when he starts the job several times before 
he finishes the job, and there goes his profit. And what was going 
to be a small profit ended up, in a situation where he was losing 
money. And that’s a small trucking firm. Obviously, you’re much 
larger than that. 

I guess where I’m going with this is, isn’t it true that, whether 
it be the airline business — and I’d like to get an answer, too, from 
the airline industry — whether it’s the airline business or trucking 
business, you are absorbing some of the increases right now, I 
would guess, hoping the economy turns around and hanging onto 
your market share. But at what point do you have to start passing 
all this along, and what does that do to an already-struggling econ- 
omy? 

And I’d like to get an answer from both of you on that, if I may. 

Mr. Steenland. We are a very high fixed-cost business. So, we 
own or lease our airplanes. We can’t just simply turn them on and 
turn them off. We have 29,000 employees that we want to keep 
gainfully employed. We have long-term rentals at airports. So we’re 
paying all those costs whether we’re flying or not. And so we’re fly- 
ing the airline, as everyone else is. 

And the challenge is that we haven’t yet been able to simply pass 
through the costs. Because, if we truly just simply posted prices out 
there that fully reflected what the price of jet fuel is, a number of 
people would say, “I’m not traveling.” And an airplane seat is a 
perishable seat. So when it takes off today and the flight leaves 
Minneapolis and it’s going to LA, if there’s not someone paying for 
that seat, it’s gone. It’s not something we can put in inventory and 
sell the next day or the next day after that. 

And so it puts tremendous pricing pressure on the business. And 
it ultimately requires the right equilibrium between those people 
that are prepared to pay the pass-through costs and what the size 
and capacity of the industry is. 

And at today’s prices, the industry is losing money. The U.S. air- 
line industry will lose over $10 billion this year. And so, if this is, 
in fact, what the price of fuel is going forward for the longer term, 
airfares inevitably are going to have to go up. 
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Mr. Ross. How much higher would airfares he today if all of the 
increased cost in fuel was being passed on to your customers? 

And, by the way, thanks for getting me here this morning. 

Mr. Steenland. Thank you. 

I’d say 20 percent. 

Mr. Ross. So, to truly reflect today’s energy prices, you’re saying 
airline tickets would be 20 percent higher. I guess, at some point, 
if prices on energy don’t come down, they will be. Right now. I’m 
sure it’s trying to charge what the market will allow and, also. I’m 
sure, trying to protect or grow your market share factors into it. 

If I could get a response to that from Mr. Williams, as well, be- 
cause I sense that some of the smaller guys out there with two or 
three trucks are becoming less and less competitive and, as a re- 
sult, are going to have less competition wherever this thing settles 
out. And what does that do to the economy? 

Mr. Williams. I think we’re going to see a lot of the changes that 
we saw post-1980, when the industry was deregulated. This is a 
point in time where there’s going to be a significant change in the 
makeup, I believe, because of the burden that most of the carrying 
community can’t continue to bear. 

The gentleman that may be losing his job driving a truck that 
he owned might actually migrate to a company such as mine and 
drive a truck for me. But that doesn’t limit the pain and anguish 
that his loss of equity in that piece of equipment, in the nest egg 
that maybe he or his father had generated over their entire life- 
times. And so there is going to be a lot of pain in the transition, 
I guess would be my point. 

But I think an interesting addition to that would be the comment 
that we’re in the process of pricing our truck order, when we will 
buy about 500 additional trucks next year, or they’ll be replace- 
ments, those trucks are extremely more expensive and the most 
dramatic increase in price that I have seen in any year-to-year in 
all the 30 years that I’ve been in business. And I’m talking about 
in excess of 20 percent increase. And that’s driven indirectly by the 
price of oil driving the price of steel, driving the price of tires and 
all the components that are within that truck, not to mention all 
the technology that we voluntarily purchase. 

So, significant increases, and they’re coming back to roost even 
on our own doorstep. 

Mr. Ross. Mr. Chairman, I see I’m well over my time. And thank 
you for being so generous in indulging me. 

Mr. Stupak. I thank the gentleman. 

Well, that concludes our questions of this panel. 

Let me just mention, a number of organizations have already en- 
dorsed our legislation, H.R. 6330. I know, Mr. Steenland, your or- 
ganization has. Teamsters have, others. You may want to look at — 
give us your comments, not just 6330, but there are a number of 
pieces of legislation that are pending before Congress, and we’re 
trying to take a look at them. Your testimony today has been most 
helpful, but it also would be helpful to have your input on some of 
this other legislation, whether it is 6330, my bill, the PUMP Act, 
or any other pieces of legislation, it would be helpful to us as we 
try to move something on this legislation. 

But thank you for being here, and thank you for your testimony. 
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I now would like to call our third-panel witness to come forward. 

On our third panel we have the Honorable Walter Lukken, who 
is the acting Chairman and Commissioner of the U.S. Commodity 
Futures Trading Commission. 

Mr. Commissioner, as you know, it’s the policy of this sub- 
committee to take all testimony under oath. Please be advised that 
you have the right, under the rules of the House, to be advised by 
counsel during your testimony. 

Do you wish to be represented by counsel? 

Mr. Lukken. No, thanks. 

Mr. Stupak. ok. Witness indicates he does not. Therefore, I ask 
you to rise and take the oath, please. 

[Witness sworn.] 

Mr. Stupak. Let the record reflect the witness replied in the af- 
firmative. 

You are now under oath. 

We will ask for your opening statement. You may submit a 
longer statement for the record. But if you would begin, please. 
Thank you. 

STATEMENT OF WALTER LUKKEN, ACTING CHAIRMAN AND 

COMMISSIONER, U.S. COMMODITY FUTURES TRADING COM- 
MISSION 

Mr. Lukken. Thank you, Mr. Chairman and other distinguished 
members. And thank you for inviting me to testify before this com- 
mittee on the role of speculators in the futures markets. 

During the last few years, the futures markets have changed 
dramatically in size and complexity, experiencing 500 percent 
growth in both volume and products listed. Today’s exchanges are 
technology-driven corporations that trade electronically 24 hours a 
day all around the globe. Approximately $5 trillion of notional 
transactions flow through U.S. exchanges and clearinghouses every 
day. 

This description alone would make the oversight of these mar- 
kets a challenge for regulators, but add to it the subprime crisis, 
record energy and agricultural commodity prices, the influx of fi- 
nancial funds into the futures markets, and historic low staffing 
levels at the CFTC, and it is clear that these are challenging times 
at this agency. 

Recent substantial increases in the price of crude oil have put 
considerable strain on U.S. households. These are matters of in- 
tense focus at the Commission due to the key role that the futures 
markets play in the price discovery process. 

The CFTC recognizes that these markets and their participants 
have evolved significantly in the last several years. Concerns have 
been raised recently regarding the role of speculators and index 
traders in the commodity futures markets. As prices have esca- 
lated, the CFTC has pursued an active agenda to ensure that com- 
modity futures markets are operating free of distortion. 

These initiatives fall into five broad categories: one, increasing 
information and transparency; two, ensuring proper market con- 
trols; three, continuing aggressive enforcement efforts; four, im- 
proving oversight coordination; and five, seeking increased funding. 
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The proper oversight of markets require transparency. Market 
regulators must receive the necessary information to conduct sur- 
veillance of market activity, study long-term financial trends, and 
evaluate policy changes as circumstances evolve. 

The backbone of the CFTC’s market surveillance program is the 
large trader reporting system. All large traders must file daily with 
the CFTC their futures and options positions in the markets. This 
information enables the CFTC’s surveillance economists to oversee 
all traders of size to ensure that no one is attempting to manipu- 
late the futures markets. 

As markets have become electronic and global, the CFTC has 
been working to expand its trade data collection to accommodate 
these trends. On May 29th, the CFTC announced an agreement 
with the U.K. Financial Services Authority to greatly expand on 
the trader data already received from ICE Futures Europe on its 
linked crude oil contract that settles off the NYMEX benchmark, 
including receiving equivalent daily large trader information for all 
months traded. This cross-border information-sharing is unprece- 
dented among global regulators. 

The CFTC has also taken action to improve the transparency of 
index traders and swap dealers in the energy markets. In May, the 
CFTC announced that it would use its special call authorities to 
gather more detailed information from swap dealers on the amount 
of index trading in the markets and to examine whether index 
traders are properly classified for regulatory and reporting pur- 
poses. 

These information requests have been sent, and the CFTC ex- 
pects in the coming weeks to begin receiving more detailed infor- 
mation on index funds and other transactions that are being con- 
ducted through swap dealers. After analyzing this data, the CFTC 
will provide a report to Congress by September 15th regarding the 
scope of commodity index trading in the futures markets and rec- 
ommendations for improved practices and controls, should they be 
required. 

Last fall, the Commission worked with Congress to enact legisla- 
tion as part of the Farm Bill requiring exempt commercial markets 
that traded linked energy contracts to provide the CFTC with large 
trader reports, and it posed position and accountability limits on 
such products. Congress and this agency believed that these au- 
thorities were necessary to protect the energy marketplace. 

As noted earlier, linkages between contracts are not purely a do- 
mestic occurrence but also happen across international borders. 
Most energy and agricultural commodities are traded in a global 
marketplace, and the U.S. futures markets have been facing the 
challenges of cross-border trading and regulation for many years. 

For more than a decade, the CFTC has utilized its mutual rec- 
ognition process for foreign exchanges that allows U.S. institutions 
access to those markets by striking a balance between the need for 
U.S. regulators to ensure proper oversight of our markets and the 
acknowledgment that the increased globalization of international 
markets requires cooperation and coordination between govern- 
ments. 

With this balance in mind, last week the CFTC announced modi- 
fications to its foreign board of trade process. After consultation 
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with the British FSA, the CFTC revised the access letter to ICE 
Futures Europe to require the implementation of position and ac- 
countability limits on its linked crude oil contract. The CFTC will 
also require other foreign exchanges that seek such access to pro- 
vide the CFTC with large trader reports and to impose position and 
accountability limits for any products linked to tJ.S. futures con- 
tracts. This combination of enhanced information and additional 
controls will help the CFTC in its surveillance of its regulated do- 
mestic exchanges, while preserving the benefits of its mutual rec- 
ognition program. 

During these turbulent market conditions, the environment is 
right for those wanting to illegally manipulate the markets. In late 
May, the Commission took the extraordinary step of disclosing 
that, since December 2007, its division of enforcement has been 
launching a nationwide crude oil investigation into practices sur- 
rounding the purchase, transportation, storage, and trading of 
crude oil and its derivatives contracts. Strong enforcement is im- 
perative during this time. 

Given the CFTC’s size and the enormity of the global market- 
place, the CFTC must also engage others in Government as we 
seek to meet our important mission. Two weeks ago, the CFTC an- 
nounced the formation of an interagency task force to evaluate de- 
velopments in the commodity markets, which includes the staff 
from the CFTC, the Federal Reserve, the Department of Treasury, 
the SEC, the Department of Energy, and the Department of Agri- 
culture. I have also invited the FTC and FERC to participate as 
well, given their expertise in these energy matters. The task force 
is intended to bring together the best and brightest minds in Gov- 
ernment to aid puWic and regulatory understanding of these mar- 
kets. 

If it sounds busy, it is, especially given that the agency staffing 
levels are near record-low numbers. Since the CFTC opened its 
doors 33 years ago, volumes on U.S. futures exchanges have in- 
creased 8,000 percent. That is compared to a 12 percent decrease 
in staffing levels at the agency. 

As the agency embarks on our new authorities and initiatives in 
order to respond to changing market conditions, it is imperative 
that these be met with adequate resources. The CFTC is in the 
midst of implementing its new Farm Bill authorities, which will re- 
quire many programmatic changes as well as hard work from an 
already-strained staff. Additionally, the agency staff is racing to 
implement the many recent initiatives I have just outlined in my 
testimony. Recall, as well, that our employees are full-time regu- 
lators, charged with overseeing these markets each and every day. 
Without proper funding, the agency will not be able to sustain this 
pace much longer. 

In summary, the Commission shares this committee’s concern for 
the current conditions in energy markets and for the effects of high 
crude oil prices on consumers, workers, and businesses. These are 
difficult economic times, and the Commission recognizes the need 
to respond accordingly to ensure that the futures markets are 
working properly for all Americans. 

Thank you for allowing me to testify, and I welcome any ques- 
tions you may have. 
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Summary of Major Points in Written Testimony of 
Acting Chairman Walter Lukken 
Before the House Committee on Energy and Commerce 
Subcommittee on Oversight and Investigations 
June 23, 2008 


The futures markets and the participants in those markets have evolved dramatically in 
size and complexity in recent years. 

Recent increases in the prices of energy and agriculturai commodities have placed 
considerable strain on U.S. households. These issues are a matter of intense focus at the 
CFTC. 

As conditions in the commodity markets have become challenging, the CFTC has 
undertaken several initiatives to enhance its oversight of those markets: 1) Increasing 
Information and Transparency; 2) Ensuring Proper Market Controls; 3) Continuing 
Aggressive Enforcement Efforts; 4) Improving Oversight Coordination; and 5) Seeking 
Increased Funding. 

• Proper oversight of markets requires transparency. The CFTC must receive the 
information it needs to conduct market surveillance, and it must have the 
technology necessary for its staff to review and react to that information. 

• The futures markets require appropriate market controls. This involves negotiating 
agreements with foreign regulators and foreign exchanges who seek to do business 
in the United States. 

• Aggressive enforcement efforts are necessary to police the futures markets. 

• The CFTC must engage with others in the Federal Government to ensure a proper 
understanding of developments in the commodity markets and related dynamics in 
the economy. 

• The CFTC must receive increased funding to permit it to meet its regulatory 
oversight and enforcement obligations. It currently receives a fraction of the 
resources allocated to other financial regulators. 

The staff and Members of the CFTC are working extremely hard to fulfill the agency’s 
mission to oversee the futures markets and to protect the public and market participants 
from manipulation, fraud, and abusive practices. 
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Written Testimony of 
Acting Chairman Walter Lukken 
Before the House Committee on Energy and Commerce 
Subcommittee on Oversight and Investigations 
June 23, 2008 


Mr. Chairman and Members of the Subcommittee, thank you for inviting me to testify before this 
Committee on the role, responsibilities, and resovuces of the Commodity Futures Trading 
Commission (Commission or CFTC). 

During the last few years, the futures markets have changed dramatically in size and complexity, 
experiencing 500 percent growth in both volume and products listed. Once member-owned and 
dominated by open-outcry trading, today exchanges are technology-driven corporations that 
primarily trade electronically, 24 hours a day, all around the globe. Approximately $5 trillion of 
notional transactions flow through these U.S. exchanges and clearing houses daily. This 
description alone would make the oversight of these markets a challenge for regulators. But add 
to it the sub-prime crisis, record energy and agricultural commodity prices, the influx of financial 
funds in futures, and historic low staffing levels at the CFTC, and it is clear that these are 
challenging times for this agency. 

Recent substantial increases in the price of crude oil and other commodities have had a 
significant impact on American consumers and have put considerable strain on U.S. households. 
These issues are a matter of intense focus at the Commission due to the key role that futmes 
markets play in the price discovery process. The CFTC shares the concerns of Americans and 
Congress, and we are committed to ensuring that our nation’s futures markets operate fairly and 
efficiently, and that the prices of commodities, including crude oil, are determined by the 
fundamental forces of supply and demand, rather than abusive or manipulative practices. 
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The CFTC recognizes that these markets and their participants have evolved significantly in the 
last several years. Concerns have been raised recently regarding the role of speculators and 
index traders in the commodity markets. As prices have escalated, the CFTC has pursued an 
active agenda to ensure that the commodity futures markets are operating free of distortion as the 
agency looks to better understand the implications of these structural market developments. The 
Commission has imdertaken several initiatives directed to enhancing the oversight of the energy 
and agricultural markets. These initiatives fall into five broad categories: 1) Increasing 
Information and Transparency, 2) Ensuring Proper Market Controls, 3) Continuing Aggressive 
Enforcement Efforts, 4) Improving Oversight Coordination, and 5) Seeking Increased Funding. 

11 Enhancing Information and Transparency . 

The proper oversight of markets requires transparency. Market regulators must receive the 
necessary information to conduct surveillance of market aetivity, study long-term financial 
trends, and evaluate policy changes as circumstances evolve. The baekbone of the CFTC’s 
market surveillance program is the large trader reporting system, through which the CFTC 
receives daily data showing all large traders’ futures and options positions in the markets. This 
information enables the CFTC’s surveillance economists to oversee all traders of size to ensure 
that no one is attempting to manipulate the futures markets. This amount and detail of trade data 
collected and analyzed at the CFTC is unprecedented among financial regulatory agencies. 

As markets have become electronic and global, the CFTC has been working to expand and 
enhance its technology and trade data collection to accommodate these trends. Last spring, the 
CFTC announced a major technology purchase that will modernize our trade practice 
surveillance system to enhance basic trade surveillance and permit nearly real-time analyses of all 
trading activity. Investments in technology are critical for the CFTC to sort through the millions of 
pieces of information generated by these electronic markets daily. 

The CFTC is also working to increase the amount and quality of the trader data we receive finm 
the markets. In late May, the CFTC armounced an agreement with the U.K. Financial Services 
Authority (FSA) to expand the trader data received fi-om ICE Futures Europe on its cash-settled 
light sweet crude oil contract that settles off the NYMEX benchmark crude oil Contract. When 
first listed in 2006, this linkage between the two contracts caused the Commission and its 
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surveillance staff to be concerned that regulators would not be able to observe the entirety of a 
trader’s position in both markets. Once the surveillance issue was identified, the CFTC worked 
with its foreign counterpart, the FSA, to share large trader data for these linked contracts to 
ensure that traders were not gaming one market to influence the other. At that time, the CFTC’s 
agreement with the FSA provided the CFTC with weekly trader information, and daily 
information in the final trading week, to facilitate the ability of the CFTC and FSA to oversee 
trading in these related contracts. 

Building on these efforts, the CFTC and FSA two weeks ago announced an expanded 
information-sharing arrangement, including: 1) providing daily large trader positions in the 
linked ICE Futures Europe crude oil contract, 2) extending trader information sharing to all 
contract months, 3) a near-term commitment to improve the identification of market end users to 
be completed within two months, 4) improved formatting so trading information can be 
seamlessly integrated into the CFTC’s surveillance system, and 5) CFTC notification when 
traders exceed NYMEX position accountability levels. This cross-border information sharing is 
unprecedented among global regulators. 

The CFTC also has taken action to improve the transparency of index traders and swap dealers in 
the energy markets. There is public concern about the amount of index money flowing into the 
futures markets. Pensions, endowments, and other long-term investors increasingly are investing 
a portion of their portfolios in a broad mix of commodities in order to diversify their holdings 
and reduce volatility and risk. Unlike traditional speculative trading by hedge funds and other 
managed money, index investors are typically non-leveraged entities utilizing a long-term buy- 
and-hold strategy. Most of this type of investment comes through major Wall Street swap 
dealers that sell their clients broad exposure to the commodity markets throu^ an over-the- 
counter commodity index contract. Swap dealers then are exposed to commodity price risk as a 
result of aggregating these transactions and must utilize the futures markets to manage their own 
remaining residual risk. This “netting out” of risk by swap dealers before coming to the futures 
markets makes it difficult for regulators to determine the total amount of index trading occurring 
in the energy markets. 
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As a result, the Commission decided to issue special calls for information about commodity 
index trading, principally to swap dealers through whom most of this trading takes place in the 
over-the-counter (OTC) maricet. Some market commentary has pointed to long-only index 
trading as part of the reason for the sharp increases in energy prices. Through its large trader 
reporting system, the Commission has highly accurate information on all swap dealer positions 
in all regulated U.S. futures markets, including energy futures markets. However, swap dealers’ 
futures positions can represent hedges of very complex “books” of many different types of OTC 
derivative and cash transactions. Therefore, swap dealers’ futures positions do not necessarily 
correspond accurately with the amount of index trading that is occurring in the OTC market. In 
order to better understand the extent and possible impact of index trading, the Commission has 
issued special calls to swap dealers requiring them to provide information on commodity index 
transactions. 

After analyzing this data, the Commission and its staff will provide a report to Congress hy 
September 1 5, 2008 regarding the scope of commodity index trading in the futures markets and 
recommendations for improved practices and controls, should they be required. 

21 Ensuring Proper Market Controls . 

Last fall, the Commission announced its intention to address the mounting regulatory concerns 
surrounding exempt commercial markets that trade over-the-counter energy products. The 
Commission held a public hearing and worked with Congress to enact legislation as part of the 
Farm Bill requiring exempt commercial maricets that trade contracts linked to regulated U.S. 
futures contracts to provide the CFTC with large trader reports and impose position and 
accountability limits on such products. Congress and this agency believed that these authorities 
were necessary to protect the regulated energy marketplace. 

As noted earlier, linkages between contracts are not purely a domestic occurrence but also 
happen across international borders. Most energy and agricultural commodities are global 
commodities operating in a global marketplace, and the U.S. futures markets have been facing 
the challenges of cross-border trading and regulation for many years. 


4 



205 


For more than a decade, the CFTC has worked to develop intematipnal regulatory networks, to 
increase international cooperation, and - most importantly - to maintain and improve oversight 
of U. S. futures markets in the face of increasing globalization. Over the years, the CFTC has 
developed a mutual recognition process that strikes the balance between the need for U.S. 
regulators to maintain confidence in the functioning and integrity of our markets, and the 
acknowledgement that the increased globalization of commodity markets requires international 
cooperation and coordination. 

With this balance in mind, the CFTC last week announced modifications to its Foreign Board of 
Trade process. After consultation with the British FSA, the CFTC conditioned ICE Futures 
Europe’s direct access to U.S. customers on implementation of position and accountability limits 
on its linked crude oil contract. In addition, ICE Futures Europe will adopt hedge exemption 
requirements similar to those in the U.S. and report any violations of those requirements to the 
CFTC. The CFTC has amended ICE Futures Europe’s direct access letter to reflect this change. 
The CFTC will also require other foreign exchanges that seek such direct access to provide the 
CFTC with comparable large trader reports and to impose comparable position and 
accountability limits for any products linked with U.S. regulated futures contracts. This 
combination of enhanced information data and additional market controls will help the CFTC in 
its surveillance of its regulated domestic exchanges while preserving the benefits of a mutual 
recognition program that has enabled proper global oversight over the last decade. 

The amended direct access letter also formalizes the recently aimounced information-sharing 
agreement between the CFTC and the FSA by requiring ICE Futures Europe to provide the 
CFTC with detailed market information, equivalent to U.S. standards for market surveillance, as 
a condition of receiving direct access to U.S. customers. The CFTC will incorporate this new 
data into the CFTC’s Commitments of Traders Report, which is a weekly report categorizing 
traders and positions. 

The Commission’s staff intends to apply these new direct access conditions to any future 
requests by foreign exchanges for direct access to U.S. customers, where the exchange in 
question lists a contract that settles against contracts listed on any U.S. exchange. These 
revisions to the foreign board of trade program will provide the CFTC with additional oversight 
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tools to monitor linked contracts. This combination of enhanced trading data and additional 
market controls will help the CFTC in its surveillance of regulated domestic exchanges, while 
preserving the benefits of our international mutual recognition program, which has permitted 
cross-border oversight of global markets over the last decade. 

31 Continuing Aggressive Enforcement Efforts . 

During these turbulent market conditions for crude oil, the environment is ripe for those wanting 
to illegally manipulate the markets and, as a result, the Commission has stepped up its already 
aggressive enforcement presence. In late May, the Commission took the extraordinary step of 
disclosing that in December 2007, its Division of Enforcement launched a nationwide crude oil 
investigation into practices surrounding the purchase, transportation, storage, and trading of 
crude oil and related derivatives contracts. Although the Commission conducts its enforcement 
investigations in full confidentiality, today’s unprecedented market conditions and the desire to 
maintain public confidence justified disclosing the existence of this investigation. 

Since December 2002 to the present time, the Commission has filed a total of 39 enforcement 
actions charging a total of 64 defendants with violations involving the energy markets. The 
agency has assessed almost half a billion dollars in civil monetary penalties in settlement of these 
enforcement actions. The Commission also has achieved great success in this area by working 
cooperatively with the Department of Justice on over 35 criminal actions concerning energy 
market misconduct. Strong enforcement is imperative during this time. 

41 Improving Oversight Coordination . 

Given the CFTC’s size and the enormity of the global marketplace, the CFTC must engage 
others in government as we seek to meet our important mission. Last week, the CFTC 
announced the formation of a CFTC-led interagency task force to evaluate developments in the 
commodity markets. The task force - which includes staff representatives from the CFTC, 
Federal Reserve, Department of the Treasury, Securities and Exchange Commission, Department 
of Energy, and Department of Agriculture - is examining investor practices, fundamental supply 
and demand factors, and the role of speculators and index traders in the commodity markets. It 
is intended to bring together the best and brightest minds in government to aid public and 
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regulatory understanding of the forces that are affecting the functioning of these markets. We 
convened the first meeting last week and wiU strive to complete this work quickly and make 
public the results. 

The CFTC also recently hosted its second international enforcement conference - a two day 
event focusing on global trading in the energy markets with senior enforcement officials fiiOm 1 0 
countries. Our goal was to enhance the ability of the CFTC and its fellow regulators to detect 
and deter misconduct affecting commodity prices in the energy sector, and I am confident that it 
was a success that will bear the fruit of coordinated international enforcement for manipulation. 

St Seeking Increased Funding . 

If the CFTC sounds busy, it is — especially given that the agency’s staffing levels are near record 
low numbers. Since the CFTC opened its doors 33 years ago, the volume on futures exchanges 
has grown 8,000 percent while the CFTC’s staffing numbers have fallen 12 percent. The 
following chart shows the exponential growth in contract volume, compared to CFTC staff 
numbers. 


Growth in Volume of Futures & Option Contracts Traded 
& CFTC Staffing Levels 
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The CFTC’s resources simply have not kept pace with the growth of the markets and the growth 
of similar financial regulators. As you can see, the CFTC lags other comparable agencies in 
funding levels by substantial margins. This agency’s lack of funding over the course of many 
years has had a negative impact on our staffing situation, rendering it unsustainable for the long 
run. 

$876 
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FY 2007 FTEs 

3465 



The CFTC is a small agency doing an extraordinary job under difficult circumstances. The 
dedicated and skilled individuals at the CFTC are working tirelessly to ensure the integrity of the 
markets. However, as the agency embarks on new authorities and initiatives in order to respond 
to changing market conditions, it is imperative that the CFTC receive additional funding. 

The CFTC is in the midst of implementing its new Farm Bill authorities, which require many 
programmatic changes and plain old hard work from a staff that is already under significant 
strain. Additionally, the agency’s staff is racing to implement the many recent agency initiatives 
I outlined earlier in my testimony. Recall as well that our employees are also full-time 
regulators, charged with overseeing these markets each and every day, upholding the agency 
mission to safeguard the futures markets. Given our staffing numbers, the agency is working 
beyond its steady state capacity and is unable to sustain the current situation for much longer 
without being forced to make Hobson’s choices about which critical projects should be 
completed and which ones will be delayed. And while we welcome discussions of any 
appropriate and necessary legislative or agency changes, our agency is clearly unable to 
accommodate additional tasks at our current resource and personnel level. 

Last Tuesday, I testified at a joint hearing of the Senate Appropriations and Agriculture 
Committees to support the Commission’s request for additional appropriations from Congress. 
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In making this request, the Commission was mindful of the need to maintain fiscal restraint in 
appropriations and the competing needs of other parts of the Federal Government. However, we 
believe that the proposed funding level of $157,000,000 is the appropriate level of resources 
required to fulfill our immediate responsibilities. The increase will restore staffing to a level last 
sustained almost two decades ago when market volume, innovation, and complexity were 
significantly less than today and when the agency did not yet have to face the expanded 
workload brought on by globalization of the marketplace and the emergence and widespread use 
of derivatives and hedge funds. This of course means the Commission is now doing much more 
with less and continues to deliver a good return on investment for the American taxpayer. The 
Commission’s ratio of workload to resources has always been lean compared to other financial 
regulators. But we have reached our limit and cannot uphold our mission without immediate 
additional resources. 

In summary, I want to thank the Committee for inviting me to testify today. The Commission 
shares the Committee’s concern for current conditions in the energy markets and for the effects 
of high crude oil and gas prices on American consumers, workers, and businesses. These are 
difficult times in the futures markets, and the Commission recognizes the need to respond 
accordingly. As I stated in my earlier testimony - and it bears repeating given the challenges of 
the last several weeks - 1 am deeply proud of our highly skilled and productive staff. This small 
Federal agency is working hard to protect the public and the market users fi:om manipulation, 
fraud, and abusive practices in order to ensure that the futures markets are working properly. 

Thank you for the opportunity to appear before you today on behalf of the CFTC. I would be 
happy to answer any questions you may have. 
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Mr. Stupak. Thank you. And thank you for your testimony. 

This is our second hearing, and we are already talking about a 
third hearing. The changes in the Farm Bill — we’re going to make 
sure the oversight role of this committee is done, especially when 
it comes to energy. And, as I think you’ll see this week, there will 
be other pieces of legislation on the floor to try to take away specu- 
lation. 

Let me ask you this, if you may, because our last hearing was 
on December 12th, and apparently the CFTC has reversed its posi- 
tion, in that you will now, even though you didn’t do it in Decem- 
ber, but now you indicated that you will require the same position 
limits and accountability levels which apply to U.S. markets to 
apply to ICE Futures in the U.K. 

Is that correct? 

Mr. Lukken. That is correct. 

Mr. Stupak. OK. Is the CFTC going to require the positions 
taken on both exchanges be added together when the exchange as- 
sesses compliance? For example, can a trader hold a maximum 
limit on both exchanges, or will they be able to double that limit 
by trading on two different places? 

Mr. Lukken. Each exchange would set its own limits. 

Mr. Stupak. So it’s not the aggregate; each exchange could have 
its own limits, right? 

Mr. Lukken. That is correct. 

Mr. Stupak. OK. Are there, what, 18 different exchanges? 

Mr. Lukken. Trading crude oil? West Texas 

Mr. Stupak. Right. 

Mr. Lukken. There’s two currently. There’s the London market, 
and there is the NYMEX market. 

Mr. Stupak. OK. What about Dubai? Are they going to be trad- 
ing on Dubai? 

Mr. Lukken. Dubai does not list West Texas — the Dubai Mer- 
cantile Exchange, which has an access letter with the CFTC, has 
not listed the West Texas Intermediate contract. There is the 
Dubai Gold and Commodity Exchange, which has no relationship 
to the CFTC. There’s no access letter that we’ve granted them. 
They do have a West Texas contract. It’s about 12,000 contracts 
volume in June. 

Mr. Stupak. And you expect that to go up, do you not, since 
there has recently been some action on NYMEX being allowed to 
trade on Dubai? 

Mr. Lukken. Well, again, if the Dubai Mercantile Exchange 
would have large trader reporting and the imposition of position 
limits, that exchange that has the access letter with us would be 
subject to position limits. 

Mr. Stupak. OK. So every exchange I have, whatever position 
limit that is, that’s what I can trade up to; that position, correct? 

Mr. Lukken. That’s correct. 

Mr. Stupak. OK. Turn to tab 14 in the book there right there 
in front of you. That’s our exhibit book. This is a chart which shows 
that 64 percent of the trading for the West Texas crude oil contract 
on ICE Futures Exchange originates in the U.S. during 2007. 

So my question is, if a foreign board of trade consistently has a 
majority of its trade originating in the United States, why 
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shouldn’t that foreign hoard of trade he subject to CFTC regulation 
and register as a designated contract market? 

Mr. Lukken. Actually, these figures, I’ll have to — ICE can talk 
about these figures as well, but these also include, as U.S. trades, 
trades that are happening both U.S. and overseas. So, actually, if 
you just look at those that originate here in the U.S. and you break 
it down by size, it’s about 45 percent of the market. 

But having said that, even at 45 percent, I think your question 
holds valid, which is, why should we not try to impose U.S. regu- 
latory structure on these markets? I think, for us, we recognize 
that these are global markets, that the ICE exchange has been in 
existence for 25 years, regulated by the FSA, and that we have to 
recognize that there are certain things we can condition, informa- 
tion and controls that are important 

Mr. Stupak. Why can’t you hold these exchanges to the same 
rules and regulations that you do NYMEX? Again, tab 14, you say 
45 percent. I’m looking at volume from all terminals, volumes from 
U.S. terminal, percentage from U.S. terminal, 64.1 percent. Why 
wouldn’t they come under the same regulation? Sixty-four percent 
of the trades are here in the United States. 

Mr. Lukken. Again, this is something the Commission looked at 
in 2006 and held public hearings on this, went out in public record, 
trying to get comments about this. And our recognition process al- 
lows us to recognize foreign regulators as the home-country regu- 
lator but then condition these on important 

Mr. Stupak. I agree. But the question was, why shouldn’t foreign 
board of trades be subject to CFTC regulation and register as a 
designated contract market? 

I know all the reasons why you made these changes. But why 
shouldn’t they be the same, especially when 64 percent of the 
trades are occurring here in the United States? 

Mr. Lukken. Well, certainly Congress could make the choice to 
get rid of our program, but that’s not going to stop trades from 
happening overseas. 

Mr. Stupak. No, it won’t stop trades, but won’t it bring trans- 
parency? We’ll know who’s trading, how many contracts they’re 
holding, what the price is. Isn’t that what we’re trying do here? 

Mr. Lukken. Well, that’s correct. And our program has allowed 
us to see the transparency on these markets. We see not only U.S. 
participants on ICE, but we also see the two-thirds of those partici- 
pants, according to open interest, of the foreign participants. So 
we’re seeing not only U.S. participation 

Mr. Stupak. But if you’re seeing all that, why did you have to 
put out the special call then for information? 

Mr. Lukken. That’s for swaps. 

Mr. Stupak. I know that’s for swaps, so you don’t see the swaps. 
In the testimony earlier today, most of them showed that swaps is 
a major problem here. 

Mr. Lukken. Right, and that is something that the agency, about 
a month ago, asked for more data about swaps. Typically, swaps 
are aggregators in our markets. They bring multiple positions to 
the markets. They have clients, such as — Morgan Stanley, I think, 
openly talks about having the airline industry as their client. 
Southwest was mentioned, as well. 
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These businesses bring all this to the futures markets, where 
they manage their risk. And so that’s typically, we just look to 
what the swap dealers are bringing. We don’t look beyond to who 
their clients are. But that’s the information we’re going to get. 
Come September 15th, we hope to provide Congress with more in- 
formation about what swap dealers are doing in these markets. 

Mr. Stupak. You know. I’m looking at a June 18th Bloomberg ar- 
ticle quoted that the CFTC’s head of enforcement, Mr. Gregory 
Mocek, is saying that, “At this time, we have no evidence that spec- 
ulation in ICE in Western Texas Intermediate crude contracts are 
manipulating the markets.” Secretary Bodman basically said the 
same thing. Secretary Paulson has pretty much said the same 
thing too. 

But do you think it’s reasonable for the head of your enforcement 
to be making such claims during an open investigation when you 
put out a special call trying to get the information? It sounds like 
you already predetermined before you got the information that 
there is no speculation or manipulation going on. 

Mr. Lukken. Well, manipulation is a different term, and I’d like 
to clarify. Our act defines manipulation as somebody intentionally 
trying to come into the market to their own advantage, collabo- 
ratively with a group, to benefit for profit. And we’ve seen this in 
cases, famous cases that this committee is well aware of, including 
Amaranth and those types of cases. 

I think what’s being discussed currently is that there may be so 
much financial money coming into the markets that it may be arti- 
ficially creating a bubble. That is something different, typically, 
than what we look at. So we can never rule out definitively that 
manipulation is not happening, because that’s what we do, we po- 
lice the markets, just as policemen police for crime. They can’t pre- 
vent it all. But when they do, they go after it aggressively. 

And that’s what I think our enforcement director was saying, is 
we have not seen that ICE is causing a part of this bubble that’s 
going up. But we can’t ever rule out that manipulation is not occur- 
ring anywhere. 

Mr. Stupak. But having been a police officer, you do get a sense 
that something is going on, and you start digging a little bit. 

So let me ask you this. Excessive speculation is prohibited by the 
Commodities Exchange Act. However, a certain amount of specula- 
tion in the markets is necessary to provide liquidity. 

What concerns me is the increasing level of speculative money 
purchasing oil futures contracts. So what would you consider exces- 
sive speculation? 

Mr. Lukken. Well, it’s something — as you mentioned, I think 
your chart had 70 percent. Those are figures, a lot of that growth 
is the swap dealers, trying to figure out what the swap dealers are 
doing. So that’s what we need more information on, greater de- 
tailed information. 

We’ve sent out our special calls to get that, to find out how much 
of that business — a lot of it may be commercial. And, in fact, I 
think I’ve passed out a chart to the committee members, swap deal- 
ers are currently fiat the market or virtually fiat the market. They 
have as many short positions, meaning they would benefit from the 
prices going down, as they do long positions. 
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So you would think, if all this index money was overtaking these 
markets, that you would see more on the long side. But right 
now — and this has been studied for a long period of time — swap 
dealers have actually had as many short positions as long positions 
in the market. 

Mr. Stupak. Sure. There is your chart there, the one you passed 
out to the committee today. We just had a chance to take a look 
at it. 

But isn’t this argument really, sort of, flawed? I mean, the law 
of supply and demand is still in effect, and new demand in any 
market forces prices higher to attract new sellers. So there’s a par- 
allel shift up in price every time an index buyer buys or holds. So 
a new entrance and the exit point is higher than if there were no 
large index buyer in the market. So every time you roll one of these 
over and take a new one, the price is higher. 

As you can see, nearby future prices, look at that, they shot right 
up on there. Sure, it stays pretty much the same; you want to say 
it’s flat. But look at what it has done to the price, because it’s a 
new contract. Every time it says short and long, it’s a new contract; 
therefore, the price has to go up, because the flow of money into 
this market, which is unreasonable, that led to excess speculation. 

Wouldn’t you agree? 

Mr. Lukken. Well, as you mentioned, there is a short for every 
long. So there is somebody that will lose for every winner. So that’s 
important to remember. And 

Mr. Stupak. As long as those prices continue to go, we continue 
to drive the floor up each time we make one of those. 

Mr. Lukken. Right. 

Mr. Stupak. No matter where it occurs. 

Mr. Lukken. Yes, well, I think what this chart — we can’t make 
any hard and fast conclusions with this chart, but it does indicate 
that it’s worth the effort that we’re going through to get the infor- 
mation from these swap dealers, to use this interagency task force 
to look at this. We have DOE and FERC and FTC and others look- 
ing at this information with us, so that we can make sound, in- 
formed decisions. 

Mr. Stupak. Well, I agree with you, but I think your chart dis- 
proves what you’re trying to say. And as I said earlier. Secretary 
Paulson, after you issued your special call, 3 days later he says, 
and I quote, “My position, and I’ve looked at this very carefully, is 
I don’t believe financial investors are responsible for any significant 
degree of this price movement. This is supply and demand. Finan- 
cial investors are on both sides of the market. They are long, they 
are short. They don’t set trends. They follow trends.” 

A fair reading seems to me that the Secretary has apparently 
rushed to judgment. And I don’t know if your interagency task 
force you’ve been talking about or your special call is going to 
change the Secretary’s mind. Sounds like he has made up his mind 
before we ever even had any information come forth. 

Mr. Lukken. Well, as an independent regulatory agency, we 
have to keep an open mind and evolve with circumstances. And 
that’s why we’re trying to get the better information. I think every- 
body has agreed that more information is needed on these swap 
dealers, and that’s what we’re going to do. 
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Mr. Stupak. Very good. 

Mr. Whitfield for questions, please. 

Mr. Whitfield. Chairman Lukken, thank you very much for 
being with us today. 

And, obviously, we all come to this from different viewpoints. As 
Members of Congress, we’re primarily focused on what can we do 
to get these prices down and help our economy and help people 
who are trying to meet all their financial obligations and so forth. 
And from your perspective, you’re enforcing laws and regulations 
as they relate to trading in the commodity futures market. 

And I know Chairman Stupak had mentioned Secretary 
Bodman’s — he had made a comment that he didn’t feel like specu- 
lators were affecting the price. And your chief economist, I guess, 
Jeffrey Harris, in the Senate last month said that there was no evi- 
dence that position changes by speculators precede price changes 
for crude oil futures contracts. And without getting into the argu- 
ment, the first panel all felt like, yes, it’s having a dramatic im- 
pact. 

What specific authority do you have today to penalize someone 
or take some action if it’s determined that there is excessive specu- 
lation? 

Mr. Lukken. Well, excessive speculation is not defined in our act. 
It talks about it’s something that the CFTC should look for and en- 
sure that unwarranted price changes are not occurring, and artifi- 
cial prices. And it asks us to set speculative limits in order to do 
that. 

We do have a core principle in our act that requires exchanges 
to set position limits, as well as accountability levels, for those con- 
tracts. And they do that, and have been doing that since 2000, 
since our act was modernized. 

So excessive speculation is, like I said, an undefined term. But 
we do have controls in place, mainly through the information 

Mr. Whitfield. Let me just interject for a moment. Even though 
it’s not defined, with the dramatic increase of oil futures market. 
I’m supposing that within the industry there has been some discus- 
sion about what is excessive speculation, correct? 

Mr. Lukken. Yes, sir. 

Mr. Whitfield. And what did you all determine? Did you come 
up with any conclusion of what excessive speculation is as it relates 
specifically to this problem of oil futures? 

Mr. Lukken. Again, we have not defined excessive speculation, 
but we certainly have been taking action over the last year to try 
to address some of the concerns around speculators, including clos- 
ing the Enron loophole as part of the Earm Bill, looking into swap 
dealers as part of our recent special call 

Mr. Whitfield. You listed a number of initiatives that you had 
taken. And so you can do most of these by regulation, or do some 
of them require legislation? 

Mr. Lukken. Well, the Enron loophole required legislation in the 
Earm Bill. So we’re implementing that according to a timetable set 
out by Congress. 

The swap dealer information, we’re trying to see what that infor- 
mation may bear on what the situation is. But we may or may not 
have to require certain legislative changes; I don’t know yet. 
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Mr. Whitfield. What about margin requirements? 

Mr. Lukken. The CFTC does not have specific margin authority 
except for in emergency situations. It’s set by exchanges. 

I would like to address the margin question. Margin in the fu- 
tures market is different than in the stock markets. It is not a 
downpayment on a good, such as in the securities market. It’s 
meant to cover a 1-day price change. And it’s been successfully 
doing that to prevent systemic risk in the futures markets for 150 
years. 

Mr. Whitfield. So you would oppose changing the margin re- 
quirements? 

Mr. Lukken. I think it would not result in what everybody’s 
looking for, which is lower prices. I think it may drive businesses 
elsewhere, to London and to the over-the-counter markets. That 
should be a concern. 

And I’d also mention, if people are concerned about index trad- 
ers, those people are normally holding a dollar of asset for the posi- 
tions they are putting up. So they could meet those margin calls. 
And I’m not sure it would get them out of the market, if that’s 
what the concern of Congress was. 

Mr. Whitfield. Now, in the farm bill, what else did it do to as- 
sist you, other than addressing the Enron issue? 

Mr. Lukken. Well, we also had increased penalty authorities for 
manipulation, which is very helpful. This puts us in line with 
FERC, to ensure that it’s enough of a punishment for people trying 
to manipulate the markets. 

We also received some greater retail fraud authority for foreign 
currency fraud, which was helpful. 

So there are a few provisions in there that helped give us greater 
tools at the agency. 

Mr. Whitfield. OK. 

Well, thank you very much. 

Mr. Stupak. Mr. Melancon for questions. 

Mr. Melancon. Thank you, Mr. Chairman. 

Mr. Lukken, when was it that the CFTC started looking into the 
swap issue? How long ago was that? 

Mr. Lukken. Well, obviously, we always have the ability, and 
have over time during surveillance of our markets, to be able to 
ask for swap dealer information using our 1805 authority. And that 
occurs quite frequently. 

As a structural issue of trying to get information as a class, this 
is something we’ve started thinking about as prices have been esca- 
lating, as concerns have been raised in the public about this, that 
we probably need to find out more information about the under- 
lying transactions. 

Mr. Melancon. So a month ago, 3 months ago, 6 months ago, 
a year ago? 

Mr. Lukken. Yes, these are things that, yes, we’ve been debating 
internally, sure. 

Mr. Melancon. About when? About 6 months ago? A year ago? 

Mr. Lukken. Yes, certainly. 

Mr. Melancon. Now, did the Congress ask you to look into this, 
or did you on your own over at the CFTC take the initiative? 

Mr. Lukken. This is something CFTC did on its own. 
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Mr. Melancon. ok. And you’re setting a date for September, yet 
the prices are escalating at a rate that September is going to be 
too late, if I read it correctly. I know government doesn’t work that 
fast, but is there any way to expedite the work you’re doing? 

Mr. Lukken. Well, we said by September 15th, so if we can get 
it and make recommendations before then, we certainly will. 

Mr. Melancon. I have never seen an agency beat a deadline. 

Mr. Lukken. Well, we’ll give it our best. 

Mr. Melancon. Yes. Who exactly is ICE? I mean, I know they’re 
a brokerage firm. I know they’re based out of England. I know they 
have an office in Atlanta. But who are they? Who are the prin- 
cipals? 

Mr. Lukken. The principals? 

Mr. Melancon. Yes, who set ICE up? Is it an American company 
involved in this that didn’t like the way that things were regulated 
by 

Mr. Lukken. The holding company I think is based in Atlanta, 
but they bought a British company several years back. 

Mr. Melancon. So who is “they” in Atlanta? 

Mr. Lukken. I think by British law it has to be an independent 
board. This is something that I think your next panel could talk 
about. 

Mr. Melancon. Yes, but who is “they” in Atlanta? Who are the 
“they” that set up the ICE? 

Mr. Lukken. I don’t know the exact individuals. I think their 
CEO is Jeffrey Sprecher. But they are the ones that bought the 
IPE in London. 

Mr. Melancon. So they were investors that put this together? Is 
that basically how it got started in Atlanta? And how long ago was 
that? Two years ago? Three? 

Mr. Lukken. I think it was in the early 2000s that ICE came 
into formation. 

Mr. Melancon. So when the CFTC made some changes to the 
way they do business and the way swaps and derivatives are han- 
dled, who came and asked the board for that? Who specifically 
came and said, “We need to make these changes because”? 

Mr. Lukken. Well, the policy regarding swaps has been a policy 
since 1991, so that predates myself But the swaps exemption has 
been in place since that time. 

Foreign boards of trade, again, this is something that we dealt 
with in a public hearing and, in the Federal Register, put these 
issues out for comment. 

So some of these things pre-date the Commission. 

Mr. Melancon. So when did the changes take place? 

Mr. Lukken. Which changes? 

Mr. Melancon. The changes in the way we regulate the market, 
the commodity market? I mean, I know over 2 years ago it was 
brought to my attention. And so I’m just wondering when we start- 
ed this — I guess, when did we start this allowing for the escalation 
by changing the rules of how we ran the market? 

Mr. Lukken. Right. Well, ICE Europe, which was the former 
IPE, had been in existence and trading in the United States since 
the CFTC granted it an access letter in 1999. 2006 is when I think 
our surveillance economists became concerned that, because they 
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were linking to NYMEX, that they could potentially move the mar- 
kets. And that’s when we conditioned it on information-sharing be- 
tween the London exchange and the New York — or the CFTC was 
getting this information about the large traders in those markets. 

Since that period of time, we’ve worked to improve the informa- 
tion we get, and most recently imposing position limits. And so we 
feel that we’ve harmonized those positions and the policies of 
what’s happening here in the United States to make the equivalent 
of what they’re doing in Britain. 

Mr. Melancon. So ICE only deals with energy, only deals with 
oil? Or do they have other commodities? 

Mr. Lukken. I think they are primarily in the energy business, 
yes. 

Mr. Melancon. OK. But if I were a commodity market, NYMEX, 
CBOT, wouldn’t I want to trade in all commodities? 

Mr. Lukken. Well, actually, let me correct myself. They also own 
a fully regulated exchange, the NYBOT, the New York Board of 
Trade, which they have subsequently changed to ICE U.S. But they 
trade coffee, sugar, cocoa, other commodities, fully regulated com- 
modities in the United States. 

Mr. Melancon. I came from the sugar industry. I haven’t seen 
the price going up on there. What’s the deal with them? They don’t 
want to speculate on that? 

Mr. Lukken. I don’t know. 

Mr. Melancon. We’d like to see some speculation in the sugar 
business. 

I think my time has just about run out. 

But I would encourage you to expedite the report if you would, 
please, sir. As you’re aware, at $4 a gallon, it is getting tougher 
and tougher to explain to constituents exactly what the problems 
are out there. 

Thank you, Mr. Chairman. 

Thank you, Mr. Lukken. 

Mr. Stupak. Thank you, Mr. Melancon. 

Mr. Barton for questions please. 

Mr. Barton. Thank you, Mr. Chairman. 

Eirst, I want to commend you for protecting some of the actions 
the CETC has taken in the last several weeks. They mirror, if not 
exactly at least closely, the bill 6130 that I put in, along with a 
number of other members on the Republican side of this committee. 
So we’re glad to see some actions beginning to be taken. 

My first question goes to the heart of why you’re here. Assuming 
that there is a problem in the markets in terms of speculation in 
the oil futures market, and it would seem to me we have to address 
the underlying supply and demand fundamentals, or no matter 
what we do on speculation, it isn’t going to make much difference 
if we don’t get more supply or less demand or a combination of both 
fundamentally in the world market. 

But having said that, I do think there is something we can do 
on speculation. My biggest concern beyond what to do is how to 
make it congruent with the foreign markets. Our first panel 
seemed pretty satisfied that if we did it in the United States, that 
Europe would follow our lead, and I guess Asia, also. 
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Do you share that belief that it’s easy to make whatever we do, 
get the international markets to conform? 

Mr. Lukken. Well, I think that’s the worry, is there may be some 
retribution from foreign markets against U.S. exchanges trying to 
get access to foreign markets. So that’s something I think we have 
to be mindful of. I think you still have to ensure that the informa- 
tion you’re going to get is needed and necessary. And I think, as 
we’ve conditioned our access letters, that’s what we’ve tried to get, 
is the large trader reports and impose position limits on these 
types of contracts. And that’s going to be extraordinarily helpful. 

But to require all these exchanges all around the world to come 
to register in the United States, it’s going to be difficult and will 
require all our exchanges to go register all around the world with 
different regulatory authorities. So this ability to recognize each 
other around the world with good conditions, solid conditions, to 
ensure you’re getting the right regulatory authority to police those 
markets, to see the entirety of it, is extremely useful. 

And like I said, if we got rid of our program tomorrow, the Lon- 
don market would not go away. We would just stop seeing it. That’s 
the problem. We want to make sure that we see it. And the lever- 
age we have is through this access letter. 

Mr. Barton. Well, let’s bring — one of the recommendations of 
Mr. Masters I believe was to raise the margin requirement. Right 
now, we let the commodities markets set their own margin require- 
ments. We don’t have a requirement like we have in the equity 
market that if you buy a stock, you’ve got to put up 50 percent of 
the value of the stock the day you buy it, or I think within 3 days 
or maybe 5 days. 

Let’s assume that, either by statute or by regulation, we raise 
the margin to 25 percent of a commodity of an oil futures contract. 
Would ICE go along with that? I would think they would say, well, 
if they’re at 25, we’re going to be at 10, or we want to get our busi- 
ness — we want to get their business. So, I mean, that’s one exam- 
ple where it’s going to be very difficult I would think. 

Mr. Lukken. I think that’s right. I think that’s very right. 

Mr. Barton. What about the transparency requirements on posi- 
tion limits? If we set more transparency requirements or if we end 
some of these exemptions and require real enforcement on limits, 
what would the ICE market do about that? 

Mr. Lukken. I think transparency, this is something we will get 
their data. We are going to put it in our commitment of trader data 
in the future, so the public will be able to see what’s going on in 
ICE and commercial and noncommercial categories. So that’s going 
to be helpful. And ICE has agreed to do that in the future along 
with the position limits and accountability limits. 

Mr. Barton. So we had one example on a natural gas company. 
When we cracked down in the United States on them, they just 
took their business, didn’t change their position limits or anything, 
they just took it overseas. 

Mr. Lukken. I think you have to be mindful of that, that’s a pos- 
sibility. But still on principle, you want to make sure the markets 
are being properly regulated. And so that’s what we’re trying to do, 
find that balance of get the information you need to properly sur- 
veil the markets but also not drive it into darker markets or else- 
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where. That would he the worst scenario that we could prohahly 
hope for. 

Mr. Barton. Do you agree that, because of the stability of the 
financial market in both the United States and in Great Britain, 
that there’s not much concern about a third market being created 
outside of that framework overseas and that people just aren’t 
going to put their money in Dubai or Hong Kong or someplace like 
that? 

Mr. Lukken. I think futures markets, they don’t move very often, 
so London and New York are probably the two markets. But they 
could. There’s a big over-the-counter market that could exist else- 
where outside the U.S.’s surveillance. So that may happen as well. 
But no, I think there are financial centers around the world that 
would try to use this to their advantage: Tokyo and Hong Kong and 
others. 

Mr. Barton. And my last question, Mr. Chairman. 

Do you agree that it’s possible to have different rules for physical 
participants in the market, i.e., they actually sell the product or 
they actually want to take ownership of it; and different rules for 
nonphysical, they’re in it purely for financial purposes without the 
expectation of receiving or providing the product? 

Mr. Lukken. Yes, and we do under current law. I mean, specu- 
lators are required to have certain limits on what they can do. So 
the question is, again, how do you ensure that you have enough 
speculators to bring proper liquidity, define prices, discover those 
prices, but not dry them out. So the commercials have difficulty ei- 
ther finding a seller for every buyer or a buyer for every seller. But 
also liquidity drives down prices for commercials as well as the bid 
and spread becomes higher. So that’s useful, too. So we want to 
preserve that but ensure the controls are in place to ensure that 
nobody is artificially driving up prices. 

Mr. Barton. Thank you, Mr. Chairman. 

Mr. Melancon [presiding]. Thank you, Mr. Barton. 

Mr. Green for 5 minutes. 

Mr. Green. Thank you, Mr. Chairman. 

And again, welcome Mr. Lukken. 

The CFTC staff has issued no-action letters or foreign-board-of- 
trade exemptions which allow foreign boards of trade to operate in 
the U.S. without requiring these markets to register at the des- 
ignated contract markets with the CFTC. How did these no-action 
letters come into existence, and was this process formally approved 
by the commission itself? 

Mr. Lukken. This came into existence about 1996. Our act cur- 
rently prohibits us from regulating foreign boards of trade. So it’s 
difficult for us to put conditions on foreign boards of trade. So this 
access letter, the no-action letter that you have referenced, allowed 
us to have U.S. institutions that were seeking access with foreign 
exchanges to have access to those foreign exchanges under certain 
conditions. The CFTC staff does a thorough review of the regu- 
latory systems of these different countries, as well as the exchanges 
itself before issuing these letters and then allows these institutions 
to trade foreign products. 

Mr. Green. Do you agree with Dr. Creenberger’s written testi- 
mony when he states that the no-action letter process never con- 
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templated that an exchange owned by or affiliated with a U.S. enti- 
ty would escape the CFTC regulation imposed on traditional ex- 
changes? 

Mr. Lukken. Well, this is when it was started in ’96 and then 
I think formalized in 1999. Yes, there weren’t any linked products 
at that time. However, in 2006, when this started, when the prod- 
ucts did become linked, again, the CFTC held a public hearing, put 
out for public comment the changes that they were seeking, and we 
started asking for additional information from these markets. 

Mr. Green. Do you know how many foreign exchanges have 
placed terminals within the U.S. pursuant to that no-action letter? 

Mr. Lukken. I think it’s around 20. 

Mr. Green. Did the commission disclose its 2007 investigation 
and the practice surrounding the purchase and transportation of 
storage and trading of crude oil contracts? 

Mr. Lukken. Yes, it did. 

Mr. Green. What effect, if any, would this public announcement 
have made on this investigation of the contract market? 

Mr. Lukken. Well, we felt, obviously, we never want to hinder 
an investigation either claiming charges against innocent parties 
until proven guilty, but because of and recognizing that there were 
concerns about manipulation in these markets, we took the ex- 
traordinary step of disclosing that we’ve been investigating this 
since 2007. 

Mr. Green. Do you agree that oil has been transformed from a 
commodity into a financial asset where its prices are influenced by 
those investing in oil futures who are seeking a hedge against the 
weak dollar? 

Mr. Lukken. Certainly our economists that look at this see the 
correlations between the dollar and commodity prices. 

Mr. Green. Do you feel, as a matter of our economic policy, our 
government should allow commodities essential to the economy, 
such as oil, to be treated as a speculative asset for investors with 
hundreds of billions to allocate or should it be regulated in a way 
to ensure that its price is dictated exclusively by supply and de- 
mand? 

Mr. Lukken. Our mission is to ensure that it’s influenced by sup- 
ply and demand, and that speculative interests are not artificially 
driving prices. 

Mr. Green. On June 10th, CFTC announced that, in light of the 
rising crude oil price, it would convene an interagency task force, 
including the Treasury and Energy Department. This task force 
will look at the impact of the index traders and speculators. I know 
it’s only a few weeks later, but has the task force met yet? 

Mr. Lukken. We have met. We’ve tried to assign some of the 
things to different agencies. We will continue to meet. And hope- 
fully, some of its findings can be a part of this report on September 
15th. 

Mr. Green. And you’re still continuing to receive data on com- 
modity index investments from the investment banks and funds 
pursuant to the special call for data issued on May 29? 

Mr. Lukken. Are we receiving the data? 

Mr. Green. Yes. 
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Mr. Lukken. I think we’ll start receiving the data some time to- 
wards mid-July. We’ve sent out the request but have not gotten 
back the data yet. 

Mr. Green. I appreciate your time. Thank you for appearing 
today. 

Thank you, Mr. Chairman. 

Mr. Melancon. Thank you, Mr. Green. 

Mr. Walden. 

Mr. Walden. Thank you, Mr. Chairman. 

Mr. Lukken, thank you for being here today. 

Does the CFTC have the authority, do you have all the authority 
you need to go after somebody if they’re on ICE or one of the other 
exchanges and adversely affecting our market? 

Mr. Lukken. Well, if they’re trading on ICE, and I would assume 
they’re U.S. participants, we would certainly — that’s an illegal act, 
and we can go after those U.S. participants for that, certainly. 

Mr. Walden. So do you need any additional authority from us, 
from the Congress? 

Mr. Lukken. For policing those, I think what’s being considered 
is trying to codify some of the things that we’ve talked about. I 
think that would be helpful. And we’re trying to think through 
whether we have the legal ability to go after all this. We certainly 
will advise this committee if we feel we’re missing something. 

Mr. Walden. And when would that advice come to this com- 
mittee? 

Mr. Lukken. As quickly as possible if we feel we need something. 

But right now, part of this is we have the ultimate authority, 
which is to pull the no-action letter. So we can ensure — work with 
exchanges, work with the FSA, to get people out of positions. We 
can sue participants that are trying to manipulate the markets. So 
we have quite a few tools in this area. 

Mr. Walden. There are a lot of folks, some of them who testified 
today, believe that market manipulation, not just speculation, is 
going on and could account for some say as much as $25, $35, $60 
a barrel. What’s your estimate? 

Mr. Lukken. Well, I think certainly manipulation, illegal manip- 
ulation, somebody who is trying to control the market by holding 
a position, that, in our experience, has been a short-term effect. I 
mean, it’s somebody able to hold a position at the expiration of a 
contract. And we’ve seen this very famously in Hunt Silver Crisis 
and with Amaranth, working off of two marketplaces to do that. 
But typically they can’t hold those positions very long. 

I think what people are concerned about is more of a structural 
effect, too much financial money. And that’s something we’re trying 
to get our arms around with this swap dealer special call authority. 
But as far as trying to estimate, it’s difficult for me to know. 

Mr. Walden. OK, and then you’ve heard the talk today about 
putting in different margin requirements. What’s your rec- 
ommendation to us with regard to margin requirements, especially 
in some of these trades? 

Mr. Lukken. Well, I think margin is a pretty imprecise tool to 
try to go after the activity you’re trying to go after. There are other 
ways to get it through transparency, in the controls I’ve talked 
about. But margin would raise the cost on some of these businesses 
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significantly, could potentially move them to other markets like 
London or underground. Without — and I think the other concern 
for us is that these are meant, margin is meant to protect the 
clearinghouse. We want to make sure that that is a targeted pro- 
tection. And if we start toying around with margin when prices are 
too high or too low. I’m not sure what sort of precedent that would 
set. But I think there are other ways to get at the type of controls 
that you’re after. 

Mr. Walden. And tell us about the OTC, the over-the-counter 
market and your regulatory authority toward that, those sorts of 
trades. Do you have much authority there? 

Mr. Lukken. Well, right now, if there’s a participant in our mar- 
kets and we see an anomaly in their trading, we’re able to reach 
through into over-the-counter market to get that data on a case-by- 
case basis and determine whether they’re trying to use the over- 
the-counter market in conjunction with the futures markets to ma- 
nipulate the price of a given commodity. So the over-the-counter 
market is a very large market. It’s not necessarily a price discovery 
market like the futures markets have been and some even exempt 
commercial markets like ICE have become. So we try to only go 
into the over-the-counter market on a need-to-know basis and see 
what’s going on, and it’s been effective. 

Mr. Walden. OK. 

When it comes to these giant investment firms coming into the 
market, we read about the CalPERS, the California, I assume it’s 
Public Employer Retirement System, coming in and weighing in 
with what, 4.5 percent or something of their wealth. What impact 
are you seeing as a result of that in the market, and where do 
these funds go in today’s economy, but into the commodities? 

Mr. Lukken. Well, I think everybody can agree that there’s been 
an influx of financial money from pensions and endowments. They 
typically go through swap dealers, which we’ve talked about. Swap 
dealers are bringing a lot of business into the futures markets, in- 
cluding a lot of commercial businesses. So I’m not sure. I think, 
under the sort of portfolio diversification theory, commodities help 
improve the returns for these commodity pension, these pension or- 
ganizations. I’m not sure there — I’m sure there are other assets 
they could go back to if Congress felt that they were somehow arti- 
ficially driving up prices. 

Mr. Walden. Now, some of the most vocal opponents of your or- 
ganization and this administration have called for closing the so- 
called Enron loophole. That was done to a large extent in the Farm 
Bill, and some of those local advocates didn’t bother to vote for the 
Farm Bill, which closed that loophole. Tell me, though, from your 
standpoint, the closing of that loophole, did that get done properly? 
Is there more work to get done there? Are there additional authori- 
ties that you need? 

Mr. Lukken. I think it is going to be a very effective tool for us 
because our concern, as you know, our act requires us to protect 
the price discovery process wherever that may occur. So it may 
occur in a futures market, but it may occur in the over-the-counter 
market on these electronic exchanges. And so that’s where we drew 
the line and said, that’s when the public interest arises and we 
need additional authorities, is when price discovery begins to occur. 
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And so I think that has been a very effective way to think about 
this, is that we’re going to protect the fully regulated marketplace, 
and these swap electronic marketplaces have become price dis- 
covery vehicles, and we’re hopeful to get those authorities in place 
as quickly as possible. 

Mr. Walden. All right. 

Thank you, Mr. Chairman. Thank you. 

Mr. Stupak [presiding]. Mr. Burgess for questions. 

Mr. Burgess. Thank you Mr. Chairman. 

Mr. Lukken, I assume you were here when the first panel testi- 
fied this morning. 

Mr. Lukken. I was. 

Mr. Burgess. Mr. Masters talked about his four-step plan to im- 
mediately bring the price of crude down to its marginal cost of $60 
to $70; it could happen within a period of hours, minutes, days. 
Well, step one was, establish limits that apply to eve^ market par- 
ticipant. And you heard testimony from other individuals on that 
first panel that this was probably where the most bang for the 
buck occurred in these four proposals, and this was the step of es- 
tablishing position limits. Do you have currently the authority to 
do what is outlined by Mr. Masters in step one in his testimony? 

Mr. Lukken. Putting position limits on speculators? 

Mr. Burgess. Yes. 

Mr. Lukken. Currently, I think our act requires exchanges to 
put position limits on it. But I think through emergency authority, 
we could put position limits on any type of participant. 

Mr. Burgess. Well, again, the testimony we heard this morning 
was pretty powerful; that using this type of authority within a very 
brief period of time, we could bring the cost of crude oil to well 
under $100 a barrel. We see how the economy is suffering. We see 
how other commodity prices are affected. We heard the testimony 
from the truckers, the airline industry and on. Wouldn’t that kind 
of classify as an emergency to take this step? 

Mr. Lukken. Well, I think the big — we currently have controls 
and position limits on speculators, accountability levels outside the 
spot month for speculators. I think what was in that chart, the 70 
percent chart that was shown, are the swap dealers, those people 
who are aggregating lots of clients and putting them into the fu- 
tures markets, the net risk of those positions. 

We’re going to try to get better information from them, but we 
can’t put limits on or think about limits until we get better data 
and information from those types of participants. 

Again, we want to also make sure that if they’re purposeful evad- 
ing limits, that’s something I think we should go after. But it could 
be that a lot of these are below limits or commercial participants 
coming to the markets. So we just need better data before making 
any hard and fast decisions about that. 

Mr. Burgess. OK. 

Well, we had a hearing — and it probably wasn’t as involved as 
this morning’s has been — last December. How much more time? 
How much more data? What could we reasonably expect as a time 
line from the CFTC before you feel that you have the data you 
need to invoke those emergency provisions to bring the price of 
crude oil down by 50 percent? 
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Mr. Lukken. Well, certainly these are complex books that we’re 
going through from swap dealers to try to unravel. These are not 
futures contracts. They are tailored contracts between customers 
and the swap dealers. So we’re trying to put them in equivalent 
terms to the futures market, these billion dollar books of these or- 
ganizations. So, again, we’re a small staff trying to do this while 
we, at the same time, regulate the markets. So we’re doing it as 
fast as we can to get to Congress the information they need to 
make decisions. 

Mr. Burgess. And I appreciate the conditions under which you 
work. It’s just we hear people talk about opening the Strategic Pe- 
troleum Reserve, the President has executive authority to do that 
in times of emergency and that maybe this is one of those times. 
And I would just submit, if you have that authority under emer- 
gency provisions, that the step taken of limiting the spot market 
might be, or the speculators on the spot market may be a less dras- 
tic step than drawing down the Strategic Petroleum Reserve. We 
probably have a great reserve of speculators, but if we got into 
trouble after drawing down the Strategic Petroleum Reserve, we 
have nowhere else to go but ANWR, and we’ve heard it takes 10 
years to get that oil. 

Now, on the issue of just your ability to do your job, how do we 
stand currently with — you said you needed, what was the figure, 
you needed an additional $150 million this year? Did I see that in 
your testimony? 

Mr. Lukken. No, actually an extra $30 million. 

Mr. Burgess. $30 million, OK. We’ll give you $150. 

But realistically what is the practical effect of the fact that we’re 
just now starting our appropriations work in Congress, and no one 
will tell you with a straight face that we’re going to finish any ap- 
propriations bill by September 30th, and anything that happens 
will be done after the next President is sworn in? 

We’re asking you to move with all due dispatch on this, and yet, 
at the same time, we’re probably not going to fund you any addi- 
tional money for at least 6 or 7 months and maybe even longer 
than that. Is that going to be a problem? 

Mr. Lukken. A huge problem, sure. This is something that we’ve 
been straining under the pressure to oversee the markets, all the 
initiatives that we’re going through, the Farm Bill with its authori- 
ties to go through, just the growth in the market itself requires us 
to get more staffing. So, yes, this is something I know we’re not 
going to be able to baring up to speed with staffing immediately, but 
we have to be thinking, and as a steward of this agency, its long- 
term health to ensure that it has the proper staffing to do its job 
so that it can report to Congress with certainty that it’s overseeing 
these markets. 

Mr. Burgess. I appreciate your attention to the long-term de- 
tails. 

Can you, and I don’t have much time left or any time left, but 
can you in very simple terms, simple declaratory sentences, give us 
the difference between the Enron loophole, the London loophole, 
and the swaps dealers loophole? 

Mr. Lukken. Well, the Enron loophole, as it’s called, was meant 
to, over time, exempt commercial markets developed, which are 
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ways of putting swap positions onto an electronic format. These po- 
sitions became more and more price discovery vehicles, and we 
needed authorities to go along with that. 

What’s occurring in London and what we’ve announced with the 
FSA in London, these are fully regulated markets. And so we were 
trying to work with the British authorities to get the proper infor- 
mation from them and to harmonize the information and the posi- 
tion accountability and position limits on those markets. So that’s 
what we’ve already taken steps to address, and I think those will 
be helpful in the future. 

As far as the swap, the swaps exemption, that is something 
that’s been in place, again, since 1991 as a policy. It’s something, 
when the CFTC was reauthorized in 1986, the legislative history 
from Congress urged us strongly to consider exempting these types 
of transactions out of using hedge exemptions. So this is something, 
I wasn’t around at the time, but I’m sure the commission took 
Congress’s words to bear and decided to do this. So this is some- 
thing we’re readdressing. We’re trying to get better information to 
understand whether this still makes sense, and if it doesn’t, we’ll 
make proper recommendations. 

Mr. Burgess. Let me ask you a question just on technical 
grounds as to what the language that’s called the Enron loophole, 
that was actually passed in the Commodity Futures Modernization 
Act by the House of Representatives in October of 2002 and then 
picked up and put into a large appropriations bill. Did the lan- 
guage change between the time the House voted on its bill in Octo- 
ber of 2002 and the time that the omnibus bill was passed later 
in December? 

Mr. Lukken. Section 8 did not — or Section 2(h) did not change 
at all. 

Mr. Burgess. Did it change from May of 2002 when this com- 
mittee marked up that legislation to the time it was voted on on 
the House Floor? Was the language the same from what this com- 
mittee submitted for Mr. Ewing’s bill to the House floor to be voted 
on in October? 

Mr. Lukken. I believe it was the same. 

Mr. Burgess. So this was not language that was just thought up 
at the last moment? 

Mr. Lukken. No. This was I believe put into the bill, and I think 
it went through both this committee, the Ag Committee and the 
Banking Committee at the time, and then came to the House floor 
with a statement of administrative policy in support of it. 

Mr. Burgess. So this would have been language that was voted 
on by Mr. Stupak and Mr. Dingell and Mr. Inslee, who all voted 
aye, but Mr. Green was not present at the time? 

Mr. Lukken. In October of 2000. 

Mr. Burgess. Yes, in October of 2000. 

I yield back my time, Mr. Chairman. 

Mr. Stupak. You don’t have anything to yield. You’re way over. 

Mr. Inslee for questions. 

Mr. Inslee. Thank you. 

There are five things that our previous witnesses have talked 
about: closing the three loopholes, the three Horsemen of the 
Apocalypse, I guess, the ICE, the swap, the Enron; measures to in- 
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crease margin requirements is a fourth action; and a fifth, meas- 
ures to restrict the positions that traders will have in a particular 
market. So there are five actions to he considered. I would like you 
to address each one of those actions. Tell me which ones would re- 
quire some international action to have some significant effect, or 
which could he done just hy the United States and still have at 
least considerable effect? And which ones would require congres- 
sional actions as opposed to you being able to take regulatory ac- 
tion with or without, forgetting that wisdom, but whether or not 
you have the authority to do it? Could you address each of those 
five? 

Mr. Lukken. I think the first one, the exempt commercial mar- 
ket issue, was passed as part of the Farm Bill. And so we’re ad- 
dressing trying to within, I think we have 180 days to try to get 
out a rule on that and try to address the issue regarding what is 
called the Enron loophole. 

The second issue dealing with foreign boards of trade, as stated, 
we are now getting the equivalent of large trader reports from the 
foreign board of trade that have links to the United States, both 
in London. So that will be helpful, as well as putting position limits 
on them, so we can do that administratively. But certainly I know 
that’s been floating around; a codification of this would be helpful 
in my view. 

Third, dealing with swaps, this is an issue that we’ve asked for 
additional information about a month ago to get better information 
from swaps to understand what type of transactions are coming 
onto our markets as a result of swap dealers. We hope to get that 
information. And by the way, that also includes sovereign wealth 
funds coming through swap dealers and to find out the type of in- 
formation coming through those swap dealers. And hope to make 
recommendations to Congress by September 15th. 

Margin, we do have authority, emergency authority to raise mar- 
gins on exchanges. And I do believe we also have similar authority 
to raise or to implement position limits on exchanges as well. 

Mr. Inslee. So all five of those actions, it sounds like you could 
take, you mentioned one of them, that it would be helpful to have 
statutory authority in the ICE situation, but all five of them, you 
think you would have authority to take action now, then, even 
without specific statutory authority? 

Mr. Lukken. And we have on the first three. We are taking ad- 
ministrative action on the first three. 

Mr. Inslee. And do you have intentions on margins or positions? 

Mr. Lukken. Well, again, as far as the margin, in the futures 
market, it’s meant to protect the clearinghouse to cover a 1-day 
price move in the futures markets. I think there are concerns that 
raising margins could drive this business elsewhere, and it would 
be difficult to get it back. There’s no reason that the benchmark 
has to be in New York. It could be elsewhere in the world. And I 
think it would be terrible if we lost the oversight of those markets 
to other places. 

Right now it’s in New York, and we get all the information, and 
we get the information from London as well. So we’re seeing the 
entirety of the crude oil regulated marketplace. 
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Mr. Inslee. Isn’t that, on margin, isn’t that argument that it will 
drive people offshore really the same in equities and stocks? I 
mean, we have margin requirements here, and we have a pretty vi- 
brant capital market here. Isn’t it pretty much the same? We have 
attractions to be in this market for a variety of reasons, because 
of the stability of our economy, the relative stability of our political 
system. Margin requirements haven’t destroyed our capital mar- 
kets here, have they? 

Mr. Lukken. No, but certainly regulation has been a concern in 
our capital markets, that excessive regulation is driving business 
elsewhere. And that’s the Bloomberg-Schumer report that business 
was going to London and we need to reexamine our capital markets 
regulation 

Mr. Inslee. Well, you’re not suggesting reducing margin require- 
ments in the equities markets because we’re losing all this busi- 
ness? 

Mr. Lukken. Absolutely not. I’m just saying that we have to be 
mindful that regulation does have an effect on the competitiveness. 

Mr. Inslee. Well, if we’re mindful that we may be able to reduce 
oil prices by 30 to 50 percent just by increasing margin require- 
ments, wouldn’t that be a pretty good trade-off? 

Mr. Lukken. Well, I’m not certain that that would be the effect 
of raising margins. 

Mr. Inslee. Well, even if it’s half a percent it would probably 
outgun the loss of any potential loss of a capital market overseas; 
wouldn’t it? 

Mr. Lukken. Well, I think there are other measures, through 
transparency and other controls, that would be more effective than 
raising margin. 

Mr. Inslee. And what would those be? 

Mr. Lukken. Well, certainly, trying to get better data to the pub- 
lic about what’s happening overseas and what’s happening in the 
swap markets, trying to bring greater transparency to those mar- 
ketplaces, and ensuring that none of these markets people are 
evading position limits in order to speculate had they come directly 
to the marketplace. 

Mr. Inslee. Well, just as one Congressman, I hope you look at 
the Titanic effect of even small changes in the price of oil relative 
to the relative small effect on losing a trading position here or 
there to overseas swapping markets. The big savings is in oil 
prices. 

Thank you. 

Mr. Stupak. Thank you, Mr. Inslee. 

Mr. Dingell for questions please. 

Mr. Dingell. I am curious, what is a hedger? 

Mr. Lukken. A hedger? 

Mr. Dingell. Yes. 

Mr. Lukken. In our terms, it’s somebody who has price risk to 
the underlying commodity. 

Mr. Dingell. OK. Now, what other categories or persons are 
there in the futures markets? 

Mr. Lukken. What other categories do we break down? 
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Mr. Dingell. Yes. You got hedgers are in there, and then you 
got other folks who are investors, or what are they, or are they 
speculators? 

Mr. Lukken. Well, we currently break down in our commitment 
of trader reports commercials and noncommercials. So in the com- 
mercial category, we have both what you would say a physical 
hedger, somebody who is physically in the market, such as airline 
companies or refineries. 

Mr. Dingell. The airline company is a hedger; right? 

Mr. Lukken. Pardon? 

Mr. Dingell. The airline company is a hedger; right? 

Mr. Lukken. Yes. 

Mr. Dingell. And that’s because they’ve got a legitimate interest 
in the commodity that they’re interested in; right? 

Mr. Lukken. Yes, sir. 

Mr. Dingell. Now, does a speculator have that? 

Mr. Lukken. Speculators do not. 

Mr. Dingell. OK. Now, what is a commercial and what is a non- 
commercial. What are the differences between them? 

Mr. Lukken. Well, commercials, typically people who have, 
again, an interest in the price, the underlying price risk. 

Mr. Dingell. An interest in the price, but do they ever receive 
the commodity? 

Mr. Lukken. Well, certain commercials certainly do. 

Mr. Dingell. Some do and some don’t? 

Mr. Lukken. Yes. 

Mr. Dingell. Now, what is the guy who never receives the com- 
modity? What is he? Is he a speculator? 

Mr. Lukken. Typically speculators never receive the commodity. 
That’s correct. 

Mr. Dingell. OK. Now, is there anybody else who doesn’t receive 
the commodity? 

Mr. Lukken. A lot of the swap dealers that we’ve been talking 
about also do not receive the commodity? 

Mr. Dingell. So a swap dealer doesn’t receive. Now, what’s the 
difference between a swap dealer and a speculator? 

Mr. Lukken. Well 

Mr. Dingell. Neither one of them receives a commodity, do they? 

Mr. Lukken. No, but a swap dealer does bring a variety of dif- 
ferent positions to the market. 

Mr. Dingell. He doesn’t ever receive the commodity, does he? 

Mr. Lukken. But many of his clients do. 

Mr. Dingell. Pardon? 

Mr. Lukken. Many of his clients do. 

Mr. Dingell. His clients do? 

Mr. Lukken. Correct. 

Mr. Dingell. What clients do? 

Mr. Lukken. Well 

Mr. Dingell. What is the swap dealer that you’re talking about? 
Would it be Goldman Sachs? 

Mr. Lukken. Goldman Sachs, Morgan Stanley, JP Morgan. But 
they represent clients; like United Airlines is a client of Morgan 
Stanley, and they manage all of their risk management for fuel oil 
delivery. 
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Mr. Dingell. ok. Now, they represent also CalPERS? 

Mr. Lukken. They certainly do. 

Mr. Dingell. And they represent the big asset funds? 

Mr. Lukken. They do. 

Mr. Dingell. But they never receive any oil, do they, in these 
commodities exchange? 

Mr. Lukken. Not the pension funds or endowments. 

Mr. Dingell. No. So what is the effect of all these folks being 
in there and not ever receiving oil? Are they raising costs or low- 
ering costs or making the market liquid? What are they doing? 

Mr. Lukken. Well, that’s something that we’re trying to find out 
with our special call that we 

Mr. Dingell. Do you know, it used to be that you had a form 
that you circulated every month. It went to everybody in the fu- 
tures business, right? Do you remember it? 

Mr. Lukken. Commitment of Trader Report. 

Mr. Dingell. Yes. And as they received these forms, they wrote 
in the corner that they were a hedger or that they were a specu- 
lator, right? They checked a little box, right? 

Mr. Lukken. Correct. 

Mr. Dingell. You don’t have them check that anymore, do you? 

Mr. Lukken. I think they still do, but we have classified swap 
dealers. 

Mr. Dingell. Can you tell me that they are and they do? 

Mr. Lukken. They currently still check a box whether they’re 
commercially hedging. 

Mr. Dingell. They do? 

Mr. Lukken. Correct. 

Mr. Dingell. So does one of these commercial swaps guys, which 
box does he check, speculator or hedger? 

Mr. Lukken. Well, our policy since 1991 has been that swap 
dealers are commercial businesses trying to hedge their underlying 
asset exposure that they’re dealing with commercial business. 

Mr. Dingell. Now, how does CalPERS hedge their underlying 
exposure? They’re a speculator aren’t they? 

Mr. Lukken. Well, they come to swap dealers and 

Mr. Dingell. No, no, no. They’re a speculator, aren’t they? Isn’t 
CalPERS a hedger? 

Mr. Lukken. CalPERS? 

Mr. Dingell. They receive the oil. You told me that somebody 
who doesn’t receive the oil is a hedger, right — or rather is a specu- 
lator? 

Mr. Lukken. You could probably term them a speculator, sure. 

Mr. Dingell. So they’re speculators. Now, it’s interesting to note 
that Goldman Sachs doesn’t receive a nickle’s worth of oil, do they? 

Mr. Lukken. No, they don’t. 

Mr. Dingell. No, they don’t. They just — so what I’m trying to 
understand is, how many speculators are in the market, and how 
many hedgers are in the market? 

Mr. Lukken. Actually, to clarify, I understand that Goldman 
Sachs does have the ability to receive and make delivery on foreign 
oil. 
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Mr. Dingell. We’ve gone beyond that. How many speculators are 
in the market, and how many hedgers are in the market, and how 
do you know the difference? 

Mr. Lukken. I think, under current, about 36 percent of the oil 
market is traditional speculators. We have about 32 percent swap 
dealers in the market, and the rest is commercial participants. 

Mr. Dingell. Now, how much is this speculating affecting the 
market? 

Mr. Lukken. Well, that’s 

Mr. Dingell. There are a lot of speculators in there. How much 
are the speculators affecting the market? 

Mr. Lukken. Well, certainly we are looking at supply and de- 
mand, and there are strong fundamentals in place here. 

Mr. Dingell. I’m just a poor Polish lawyer up here, and I’m just 
sitting here asking a very smart fellow to tell me what’s going on 
there. How do these speculators affect the market? 

Mr. Lukken. Well, they bring information to the market and of- 
tentimes very valuable information. 

Mr. Dingell. But are they raising the market price? Are they 
lowering the market price? What are they doing? 

Mr. Lukken. Well, about half the time, they’re on the short side 
of the market, benefitting when it goes down, and the other half 
are on the 

Mr. Dingell. Are you telling me this is cancelling out? 

Mr. Lukken. Well, a lot of their positions are. 

Mr. Dingell. Do you know that? 

Mr. Lukken. Yes, we do. 

Mr. Dingell. Now, how much in the way of these futures con- 
tracts are there for oil, and how much oil is there moving through 
the market? Do they cancel each other out? In other words, do you 
have the same number of barrels of oil moving through the market 
that you have contracts for the movement of the oil? 

Mr. Lukken. No, the futures markets are larger than the phys- 
ical markets. 

Mr. Dingell. That’s right. They’re enormously larger. So are 
these enormously larger volumes of swaps and other things that 
you got going on there and speculations and so forth, are they af- 
fecting the market? Because here you’ve got, what is it, it’s about 
13 times as much as you’ve got in the way of oil, or rather in the 
way of contracts that you’ve got in the way of oil; is that right, 13 
times? How many billion barrels is moving through the swap mech- 
anism — or rather through the contracts mechanism, and how much 
is moving through the pipeline? What’s the difference? It’s about 13 
times, isn’t it? 

Mr. Lukken. Well, these are risk management markets. A fu- 
tures contract is not affecting the underlying supply. 

Mr. Dingell. We’re not talking about risk management. I’ll get 
to that when I’m ready. We’re talking now about speculating. Spec- 
ulation is not a risk management tool. It is a tool whereby you 
make money or lose your shirt, is that right? 

Mr. Lukken. That’s correct. 

Mr. Dingell. OK. So what is the relationship? You’ve got how 
many million barrels of oil are moving through the pipeline, and 
how many million barrels are moving through the contracts? Just 
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tell me. You’re in charge of this important agency that is here to 
tell us about these things. I’m waiting to hear the answer. 

Mr. Lukken. I think it’s about 13 times the physical. 

Mr. Dingell. Thirteen times. So we got here a situation where 
you got an elephant, which is the speculation, and you got the oil 
which is moving, which is a flea on the back of that elephant. The 
flea wants to go somewhere, but he can only go on the elephant. 
And the elephant can go anywhere he wants, b^ut the flea has got 
to go along. Now, tell me how it is that this market situation works 
for the benefit of the consuming public, and how does it work for 
the benefit of those goodhearted folk up there in New York who are 
running this wonderful speculative enterprise? Who comes out 
ahead and who gets skinned? And how does the consumer come out 
of this when all these wonderful folks with billions of dollars in 
backing and exemption from you goodhearted folks at CFTC, how 
is the ordinary citizen, and how is oil price, and how is the well- 
being of this country going to prosper? If you look, when you gave 
that Goldman Sachs exemption, you had one number, a very small 
number, of contracts moving on the speculative part and you had 
a lot that were moving on the part of the market which related to 
the question of actually managing supply and managing price 
versus supply. How have those numbers changed? 

Mr. Lukken. They’ve increased. 

Mr. Dingell. They’ve increased. How have they increased? 

Mr. Lukken. Well, I think over the last 3 years, in particular, 
we’ve seen an increase in speculative trading from about 34 percent 
to 36 percent 

Mr. Dingell. Well, the very 

Mr. Lukken [continuing]. On the swap dealer side. 

Mr. Dingell [continuing]. Capable staff has helped us both. Tell 
me if you agree. And I’ll refer to Exhibit Number 2 that was pre- 
pared for us. In January of 2000, speculators, 37 percent; physical 
hedgers, 63 percent. Today, speculators, 71 percent; physical hedg- 
ers, 29 percent. That’s 2008 versus January 2000. What can you 
tell me? How does this impact upon market prices? Do you have 
any idea? In 25 words or less, tell me what you know that this is 
doing to the marketplace? 

Mr. Lukken. Well, the CFTC obviously 

Mr. Dingell. Pardon? 

Mr. Lukken [continuing]. Wants to keep in front of these trends, 
and we have asked for additional information from swap dealers. 

Mr. Dingell. Beloved friend, you are down there regulating a 
market. You are from the CFTC I am told. And the CFTC is sup- 
posed to regulate this market. By curious circumstance, I was in 
the House when a Member of Congress from Iowa forced through 
something it created, your entity. And he was going to see to it that 
the farmers, who then were the people who were being screwed, 
and the consumers, who were then the people being screwed, were 
going to be protected against these folks in the futures market. 
Now we find that these goodhearted folk in the futures market 
have figured out how not just to screw the farmers and the con- 
sumers in the city, but they figured out how to screw both the 
farmers and the consumers in the city on a whole new product, and 
that’s oil. Now, what have you done to look at this to see what the 
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cost is? Don’t tell me you’ve got a study. These price increases have 
heen going on. You’ve had better than a year in which you folks 
have been sitting idly by twiddling your thumbs watching to see 
what was going on, or at least you so tell me. But what have you 
found during that? What can you tell me about how these numbers 
that we are now discussing are affecting prices and why prices are 
moving? I’m listening. 

Mr. Barton. Mr. Chairman, I hate to interrupt, but our distin- 
guished chairman has already doubled his time, and we have one 
more panel. I would hope this would be his last question. 

Mr. Dingell. I’m over my time, but it is a wonderful question. 

Mr. Barton. It is a wonderful question, but we have three more 
witnesses on a fourth panel. 

Mr. Dingell. I will write you a letter. 

I ask you, Mr. Chairman, that I have permission to have that let- 
ter inserted in the record. I’m sure that the CFTC will be delighted 
to give us a response, perhaps even a factual one. 

Mr. Lukken. I look forward to it. 

Mr. Stupak. Mr. Barton, did you want to go another round of 
questions? 

Mr. Barton. No, no. I appreciate the opportunity, but I would 
like to hear from the fourth panel. 

Mr. Stupak. All right. 

Well, I have many more questions, but I guess we’re going to 
have to go with the next panel. 

Just one question if I may. We’ve had testimony that there’s 
about 12.5 percent of the sovereign funds may hold as much as 12 
percent. But yet, in talking with CFTC, it may be only, in your let- 
ter you sent to us, it was only one that you knew of How can you 
get such a big discrepancy when there is as much as 12.5 percent 
of these sovereign wealth fund clients but you can only find one? 

Mr. Lukken. What we reported was directly those sovereign 
wealth funds on our markets directly using the futures markets. I 
think what we will try to find out in getting more data from swap 
dealers is whether some of the sovereign wealth funds are coming 
through swap dealers indirectly out of the futures markets. 

Mr. Stupak. Very good, very good. 

I said I would only take one more. I’ve got many more. We’ll put 
them in writing, and we’ll send it up to you. 

I think we’re going to move on to our next panel. 

Thank you for your time here today, Mr. Lukken. 

Let me call up our fourth and final panel to come forward today. 
We appreciate them being here and their patience today as we 
move forward on this very interesting issue. 

The first is Mr. James Newsome, Ph.D., who is chief executive 
officer and president of the New York Mercantile Exchange; Mr. 
Robert Reid, who is chairman of the ICE Futures Europe for the 
International Exchange, Incorporated; and Mr. Michael 
Greenberger, J.D., who is professor of law and Director of the Cen- 
ter for Health and Homeland Security at the University of Mary- 
land. 

It’s a policy of this subcommittee to take all testimony under 
oath. Please be advised that witnesses have the right under Rules 
of the House to be advised by counsel during their testimony. 
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Do any of you wish to be advised by counsel during your testi- 
mony? 

Everyone is shaking their heads no. I take it as no then. 

I’m going to ask you to please rise and raise your right hand to 
take the oath. 

[Witnesses sworn.] 

Mr. Stupak. Let the record reflect the witnesses replied in the 
affirmative. They are now under oath. We will now begin with 
opening statements. 

I’ll start with you Dr. Newsome. If you would begin please, 5 
minutes. If you have a longer statement, it will be included as part 
of the record. 

You may begin, sir. 

STATEMENT OF JAMES NEWSOME, PH.D., CHIEF EXECUTIVE 

OFFICER AND PRESIDENT, NEW YORK MERCANTILE EX- 
CHANGE, NEW YORK, NEW YORK 

Dr. Newsome. Thank you, Mr. Chairman. 

NYMEX is fully regulated as a derivative clearing organization 
and as a designated contract market, which is the highest and 
most comprehensive level of regulatory oversight for a trading facil- 
ity. I want to express our appreciation to you and the Committee 
for holding this hearing. 

The ever-increasing cost of energy touches all aspects of our daily 
lives. Today it is quite possibly the most important issue facing 
global and domestic economies as well as U.S. consumers. The 
Commodity Futures Modernization Act of 2000 ushered in a period 
of phenomenal growth in derivatives markets. The CFMA has prov- 
en to be the gold standard of U.S. financial policy. 

For the most part, the value and success of the CFMA holds true 
today. However, neither the Congress nor the CFTC had a crystal 
ball, and it was impossible to determine how some markets would 
develop. In at least two instances, markets have developed dif- 
ferently than anyone could have anticipated at the time. 

First, that an OTC natural gas contract trading on an unregu- 
lated exempt commercial market could mirror an exchange regu- 
lated contract and that the two could become closely linked. Ulti- 
mately the OTC contract began to serve a price discovery function. 
Market participants could and did easily move positions from the 
regulated exchange to the ECM to avoid regulatory requirements, 
such as position limits. 

This situation was investigated by the Senate Permanent Sub- 
committee on Investigations chaired by Senator Carl Levin with 
full cooperation from NYMEX and was addressed effectively in an 
amendment to the recently adopted Farm Bill. 

Second, foreign boards of trade began offering futures contracts 
with U.S. delivery points to U.S. customers pursuant to CFTC no- 
actionletters. Historically, foreign exchanges were permitted to 
offer direct access to their markets to U.S. customers based upon 
a determination by CFTC staff that the foreign regulatory regime 
governing the foreign board of trade was deemed comparable to 
that of the CFTC. 

This approach worked effectively until a foreign board of trade 
listed the look-alike of the NYMEX West Texas Intermediate Crude 
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Oil Futures contract without the level of transparency and market 
surveillance controls, such as position limits, that are required on 
U.S. markets. It was never anticipated that the no-action process 
would be utilized in this manner. 

For 2 years now, NYMEX has argued that foreign board of trades 
offering linked products should be required by the CFTC to provide 
the same level and quality of data and at the same frequency that 
U.S. exchanges provide to the CFTC. 

In addition, we believe that no-action letters for foreign boards 
of trade offering contracts with U.S. delivery points should be con- 
ditioned to impose position limits and/or accountability levels. 

And we appreciate the announcement made last week by the 
CFTC to do just that. 

Much has been said recently regarding the role of speculators 
and energy markets. Speculative activity on U.S. regulated futures 
exchanges is managed by position limits. For the NYMEX WTI 
Crude Oil Contract, the position limit during the last 2 days of the 
expiring delivery month is 3,000 contracts. Breaching that position 
can result in disciplinary action being taken by the exchange. 

Many believe the speculators, particularly index funds and other 
large institutional investors in our markets, are responsible for the 
high price of crude oil. Data from NYMEX confirms that non- 
commercials are relatively balanced between long and short open 
positions for NYMEX crude oil futures. Thus, noncommercials are 
simply not and cannot be providing disproportionate pressure on 
the buy or long side of the crude oil market. 

In fact, since October 2007, swaps dealers in our crude oil mar- 
kets have been holding overall net short positions. Thus any price 
impact attributable to swaps dealers would be to lower prices, not 
to rise them. 

Questions are being raised as to whether hedge exemptions for 
swaps dealers are being used by index funds and other institu- 
tional investors as a means of circumventing speculative position 
limits. The full extent of participation by swaps dealers, as well as 
what, if any, influence they are having on current market prices 
and volatility, cannot be determined without accurate data. 

NYMEX believes that more precise data are needed to better as- 
sess the amount and impact of this type of trading. And NYMEX 
supports the further delineation of data in the CFTC large trader 
report. 

In addition, we continue to believe that market fundamentals are 
the most important factor in the current market. Uncertainty in a 
jittery, very tight global crude market regarding geopolitical uncer- 
tainty, refinery sabotage, and shutdowns, decreasing production by 
non-OPEC producers and increasing global demand, as well as de- 
valuation of the U.S. dollar, are clearly having an impact on the 
assessment of crude oil market fundamentals. One may view such 
factors as contributing to uncertainty or risk premium to the usual 
analysis or typical analysis of supply and demand data. 

Mr. Chairman, while we may not be in total agreement on some 
of the issues discussed here today, we are in complete agreement 
that transparency is fundamental to a competitive marketplace. 
Eor 2 years, we have supported full transparency for U.S. -based en- 
ergy contracts traded on foreign boards of trade and by controlling 
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speculators by instituting speculative limits on those foreign boards 
of trade. And finally, we remain fully supportive of further delinea- 
tion of information from swaps dealers and funds in the CFTC 
large trader reports. 

Thank you, sir. 

[The prepared statement of Dr. Newsome follows:] 

Statement of James Newsome, Ph.D. 

• The Commodity Futures Modernization Act of 2000 significantly enhanced the 
competitiveness of U.S. markets hy allowing them to adapt readily to changing mar- 
ket demand, and, for the most part, the value and success of the CFMA holds true 
today. 

• However, it was impossible to know then what we know now about how some 
markets would develop. 

• Complete transparency is fundamental for competitive markets. 

• The same level of transparency and position size controls present on regulated 
U.S. futures markets should be the standard for foreign markets offering products 
with U.S. delivery points and for OTC contracts that serve a price discovery func- 
tion. 

• Additionally, a case has been made for disaggregation and delineation of posi- 
tions held by swap dealers. This will provide important information to determine 
whether speculative position limits are being avoided by index funds and other insti- 
tution investors and whether their activity is influencing market prices. 

• Many factors are contributing to high energy prices. NYMEX continues to be- 
lieve that market fundamentals are a significant factor that must not be discounted 
in this debate. 

• Increasing margins to dampen speculative activity will not change the fun- 
damentals and will inevitably drive business away from the highly regulated, trans- 
parent market. This will do more harm than good. 

Testimony 

Mr. Chairman and Members of the Committee, my name is Jim Newsome and I 
am the President and Chief Executive Officer of the New York Mercantile Ex- 
change, Inc. (NYMEX or Exchange). NYMEX is the world’s largest forum for trading 
and clearing physical-commodity based futures contracts, including energy and met- 
als products, and has been in the business for more than 135 years. NYMEX is a 
federally chartered marketplace, fully regulated by the Commodity Futures Trading 
Commission (CFTC or Commission) both as a “derivatives clearing organization” 
(DCO) and as a “designated contract market” (DCM), which is the highest and most 
comprehensive level of regulatory oversight to which a derivatives trading facility 
may be subject under current law and regulation. 

On behalf of the Exchange, its Board of Directors and shareholders, I want to ex- 
press our appreciation to the Committee for holding this hearing and addressing the 
issue of “Energy Speculation: Is Greater Regulation Necessary to Stop Price Manip- 
ulation?” The ever increasing cost of energy touches all aspects of our daily lives 
and today is quite possibly the most important issue facing global and domestic 
economies as well as U.S. consumers. Highlighting the urgency of the matter, no 
fewer than seven bills have been introduced in the House and Senate over the last 
few weeks on this very topic. We applaud the Committee’s decision to thoroughly 
evaluate the many facets of this topic by inviting a diverse group of panelists who 
can provide a broad array of opinions to the discussion. 

BACKGROUND 

The Commodity Futures Modernization Act of 2000 (CFMA) was the premier leg- 
islative vehicle that transformed the regulation of derivatives markets in two impor- 
tant ways. The CFMA: 1) established flexible core principles to allow regulated ex- 
changes to compete effectively with the growing over-the-counter (OTC) markets 
and foreign markets and; 2) provided legal certainty to financial and energy swaps. 
The CFMA, as anticipated, ushered in a period of phenomenal growth in the deriva- 
tives markets and has proven to be the gold standard of U.S. financial policy. As 
Acting Chairman and then Chairman of the CFTC from 2001-2004, I was involved 
in the implementation phase of this landmark piece of legislation. 
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The CFMA significantly enhanced the competitiveness of U.S. markets by allow- 
ing them to adapt readily to changing market demand, and, for the most part, the 
value and success of the CFMA holds true today. However, no one had a crystal ball 
back then and it was impossible to know then what we know now about how some 
markets would develop. In at least two instances, markets have developed dif- 
ferently than anyone could have anticipated at the time. 

First, an OTC natural gas contract began trading on an unregulated exempt com- 
mercial market (ECM) that mirrored the regulated exchange-traded natural gas fu- 
tures contract and the two contracts became intricately linked. Over time, the vol- 
ume on the ECM contract grew substantially, and an arbitrage market developed 
between the two markets. Ultimately, the OTC contract began to serve a price dis- 
covery function. Thus, ECMs began to function more like a traditional exchange and 
market participants easily moved positions from the regulated exchange to the ECM 
to avoid regulatory requirements such as position limits, a strategy that contributed 
to the collapse of Amaranth. This scenario was investigated by the Senate Perma- 
nent Committee on Investigations chaired by Senator Carl Levin. (NYMEX cooper- 
ated in this investigation.) Ultimately, this situation was addressed effectively in an 
amendment to the recently adopted Farm Bill. 

Second, non-U.S. exchanges (also referred to as foreign boards of trade (FBOT)), 
which were permitted by CFTC staff to offer their products to U.S. customers pursu- 
ant to CFTC no-action letters, began listing futures contracts with U.S. delivery 
points among their product slates. Historically, under the FBOT CFTC staff no-ac- 
tion process, such exchanges were permitted to offer direct electronic access to their 
markets to U.S. customers based on a determination by CFTC staff that the foreign 
regulatory regime governing the the FBOT was “comparable” to that of the CFTC. 

Essentially, there is a system of mutual recognition among regulators around the 
world as a means to facilitate access to global markets. This approach worked effec- 
tively up until a FBOT listed the look-alike of the NYMEX West Texas Intermediate 
(WTI) Crude Oil Futures contract without the level of transparency and market sur- 
veillance controls such as positions limits that are provided by U.S. markets under 
direct CFTC regulation. It was not anticipated that the no-action process would be 
used in this manner, which has effectively diminished the transparency to the CFTC 
of approximately one-third of the WTI crude oil market, and permitted an easy ave- 
nue to circumvent position limits designed to prevent excessive speculation. 

FOREIGN BOARDS OF TRADE AND TRANSPARENCY 

NYMEX has advocated for greater transparency of futures activity linked to U.S. 
exchanges occurring on markets regulated by foreign regulators for two years. Com- 
plete transparency to the CFTC should be a fundamental requirement for markets 
that are linked. In this connection, we have argued that FBOTs offering these 
linked products should be required by the CFTC to provide the same level and qual- 
ity of data and at the same frequency that U.S. exchanges provide to the CFTC on 
a daily basis. 

In addition, we believe that no action letters for FBOTs offering contracts with 
U.S. delivery points should be conditioned to impose position limits and/or account- 
ability levels. This would be a positive step and would provide an effective mecha- 
nism to restrict speculative activity in those markets. This is particularly important 
when the contract trading on the FBOT is the WTI crude oil contract, which is a 
benchmark for crude oil pricing, and which can have a substantial impact on U.S. 
consumers and the U.S, economy. Indeed, we would support the imposition of posi- 
tion limits even for listed contracts that are financially settled. We applaud the 
CFTC’s recently issued press release that advised that the CFTC is now imposing 
position limits on ICE Futures Europe as a condition of the no-action relief. 

In this regard, approximately one year ago, a new futures exchange, the Dubai 
Mercantile Exchange (DME), commenced operations in Dubai. NYMEX is a founder 
and has an ownership share in this venture and provides clearing services for the 
new exchange. The core or flagship crude oil futures contract is an Oman Sour 
Crude Oil futures contract. The DME initiative provides competition and greater 
transparency to crude oil trading in a critically important energy region. Although 
the DME does not yet list a WTI financial futures contract, the DME has received 
a no action letter from the CFTC staff for this contract and NYMEX received an 
amendment to its Clearing Order allowing our exchange to clear positions. The 
DME is currently finalizing a launch date for that contract. It is our understanding 
that, when a launch date is finalized on the DME WTI contract, DME will imple- 
ment hard position limits that are comparable to NYMEX’s own limits on our WTI 
crude oil futures contract. Also, as part of the NYMEX Clearing Order, large trader 
reporting to both the CETC and NYMEX is required. 
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In a more recent initiative, NYMEX has entered into an alliance with a London- 
based clearinghouse, LCH.Clearnet Limited (LCH), under which LCH will provide 
clearing services for two new product slates to be launched later this summer either 
by NYMEX or by a NYMEX affiliate. These new product slates are intended to pro- 
vide greater competition to other energy trading facilities that are active in this en- 
ergy space. One product slate, focusing upon natural gas and electricity contracts, 
will be listed by a division of NYMEX in the exempt commercial market tier. Appli- 
cable products in this category will comply fully with the requirements for signifi- 
cant price discovery contracts contained in the recently implemented CEA Reauthor- 
ization Farm Bill. The other product slate, focusing upon crude and crude products, 
will be listed for trading by a NYMEX affiliate based in London that will be regu- 
lated by the U.K. Financial Services Authority. While that affiliate will follow the 
path of other exchanges regulated by other regulators and will be applying for 
CFTC no-action relief, this affiliate will provide large trader reporting to the CFTC 
and also will impose hard position limits on any listed contracts with U.S. delivery 
points. 


SPECULATION 

Speculative activity on futures exchanges is managed by position limits. As stated 
in the CFTC’s rules, position limits and accountability levels are required “to dimin- 
ish potential problems arising from excessively large speculative positions.” These 
limits effectively restrict the size of a position that market participants can carry 
at one time and are set at a level that greatly restricts the opportunity to engage 
in possible manipulative activity on NYMEX. For the NYMEX WTI crude oil con- 
tract, the position limit during the last three days of the expiring delivery month 
is 3000 contracts. Breaching the position limit can result in disciplinary action being 
taken by the Exchange. 

Many believe that speculators, particularly index funds and other large institu- 
tional investors in our markets are responsible for the high price of crude oil. How- 
ever, data analysis conducted by our Research Department confirms that the per- 
centage of open interest in NYMEX Crude Oil futures held by non-commercial par- 
ticipants relative to commercial participants actually decreased over the last year 
even at the same time that prices were increasing. In addition, non-commercials are 
relatively balanced between long (buy) and short (sell) open positions for NYMEX 
crude oil futures. Thus, non-commercial participants are not providing dispropor- 
tionate pressure on the long ( buy) side of the crude oil futures market. We also 
reviewed the percentage of open interest in the NYMEX Crude Oil futures contract 
held by non-commercial longs and shorts relative to that held by commercial longs 
and shorts from 2006 to the present. Commercial longs and shorts consistently have 
comprised between 60 and 70% of all open interest. 

We have seen various representations made relative to participation by specu- 
lators in our markets that directly contradict our data. One such representation 
claims that 70% of our crude oil market is made up of speculators. That analysis 
incorrectly assumes that all swap dealers are non-commercials and that all of their 
customers who would be on the opposite side of any energy swaps that they might 
execute would also all be non-commercials. We know that this is simply not the 
case. However, this confusion clearly highlights the need for the CFTC large trader 
data to delineate for energy futures the degree of participation by non-commercials 
in the same manner that such data are now being delineated for agricultural con- 
tracts. 

NYMEX also maintains a program that allows for certain market participants to 
apply for targeted exemptions from the position limits in place on expiring contracts. 
However, such hedge exemptions are granted on a case-by-case basis following ade- 
quate demonstration of bona fide hedging activity involving the underl 3 dng physical 
cash commodity or involving related swap agreements. A company is not given an 
open-ended exemption, and the exemption does not allow unlimited positions. In- 
stead, the extent of the hedge exemption is no more than what can be clearly docu- 
mented in the company’s active exposure (as defined by the CFTC) to the risk of 
price changes in the applicable product. In a number of instances, hedge applica- 
tions are either reduced in number or are denied because of staffs overriding focus 
on maintaining the overall integrity of our markets. 

A vast amount of attention is focused on speculative activity and what, if any, in- 
fluence speculators are having on current market prices and volatility. In order to 
determine accurately whether speculative activity is influencing the market, the 
data must be complete and accurate. Recently, a potential gap was identified in the 
large trader data compiled by the CFTC in its Commitment of Trader’s Report. Spe- 



239 


cifically, questions are being raised as to whether hedge exemptions for swap deal- 
ers are being used as a means of circumventing speculative position limits. 

At this time, due to the manner in which the data are reported, it is not clear 
whether this is true or not. In response to these queries, the CFTC announced its 
intent to develop a proposal that would routinely require more detailed information 
from index traders and swaps dealers in the futures markets, and to review whether 
classification of these types of traders can be improved for regulatory and reporting 
purposes. NYMEX believes that it will be useful to the development of thoughtful 
public policy for the CFTC to obtain more precise data so as to better assess the 
amount and impact of this type of trading in the markets. 

MARKET FUNDAMENTALS 

NYMEX strongly believes that greater transparency is needed and that data on 
participation of swap dealers and index funds must be improved in order to effec- 
tively monitor these markets and accurately assess what is or is not influencing the 
price. In addition, we continue to believe that market fundamentals are the most 
important factor in the current market. Currently, uncertainty in the global crude 
market regarding geopolitical issues, refinery shutdowns and increasing global de- 
mand, as well as devaluation of the U.S. dollar, are clearly having an impact on 
the assessment of market fundamentals. One may view such factors as contributing 
an uncertainty or risk premium to the usual analysis of supply and demand data. 
Indeed, such factors now may fairly be viewed as part of the new fundamentals of 
these commodities. 

Other demand and supply fundamentals in the oil markets are factors in high oil 
prices. For example, global demand is exceeding supply by one million barrels per 
day. As a result, a market with highly inelastic demand will need to equilibrate 
through a substantive rise in price. The upward pressure has been there and, ac- 
cording to these projections, will continue to be there. If the major oil companies 
truly believed that current levels are artificially high and do not properly reflect 
market fundamentals, one would expect them to sell in order to lock in the current 
high prices. Such selling of course then would have the effect of providing downward 
pressure on prices. However, such a response by the big oil companies has not been 
observed to date. 


MARGINS 

In futures markets, margins function as financial performance bonds and are em- 
ployed to manage financial risk and to ensure financial integrity. A futures margin 
deposit has the economic function of ensuring the smooth and efficient functioning 
of futures markets and the financial integrity of transactions cleared by a futures 
clearinghouse. Margin levels are routinely adjusted in response to market volatility. 
Some have suggested that the answer to higher crude oil prices is to impose sub- 
stantially greater margins on energy futures markets regulated by the CFTC. The 
theory is that higher margin levels will dampen speculative activity, and that less 
speculative liquidity will lower prices. 

We believe that this approach is misguided. As noted above, the appropriate tool 
for controlling speculation is position limits. In addition, adjusting margin levels sig- 
nificantly upward will not change the underlying market fundamentals. Further- 
more, given the reality of global competition in energy derivatives, increasing crude 
oil margins on futures markets regulated by the CFTC inevitably will force trading 
volume away from regulated and transparent U.S. exchanges into the unlit corners 
of unregulated OTC venues and also onto less regulated and more opaque overseas 
markets. 


CONCLUSION 

Complete transparency is fundamental for competitive markets. The same level 
of transparency and position size controls present on regulated U.S. futures markets 
should be the standard for foreign markets offering products with U.S. delivery 
points and for OTC contracts that serve a price discovery function. Additionally, a 
case has been made for disaggregation and delineation of positions held by swap 
dealers. This will provide important information to determine whether speculative 
position limits are being avoided by index funds and other institution investors and 
whether their activity is influencing market prices. 

Many factors are contributing to high energy prices. NYMEX continues to believe 
that market fundamentals are a significant factor that must not be discounted in 
this debate. Increasing margins to dampen speculative activity will not change the 
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fundamentals and will inevitably drive business away from the highly regulated, 
transparent market. This will do more harm than good. 

I thank you for the opportunity to share the viewpoint of the New York Mer- 
cantile Exchange with you today. I will he happy to answer any questions that any 
Members of the Committee may have. 


Mr. Stupak. Thank you, Dr. Newsome. 

Mr. Reid, would you care to make an opening statement please? 

STATEMENT OF SIR ROBERT REID, CHAIRMAN, ICE FUTURES 

EUROPE, INTERCONTINENTAL EXCHANGE, INC., ATLANTA, 

GEORGIA 

Mr. Reid. Chairman, I am Sir Bob Reid, Chairman of ICE Fu- 
tures Europe and the intercontinental Exchange. I very much ap- 
preciate the opportunity to appear before your hearing today to 
provide our views on the issue of whether greater regulation is nec- 
essary to stop price manipulation. 

Our primary objective in ICE Futures Europe is to conduct an or- 
derly market, which is clear rules and procedures, which is finan- 
cially secure, which is transparent, presenting prices and trans- 
actions in a comprehensible way, and which is free from abuse. The 
achievement of this objective is by effective and intelligent super- 
vision. Intimate knowledge of the participants and the business 
they are transacting is key. This positive approach that supervision 
has built the reputation of the Exchange and is an attraction for 
its participants. 

Let me stress there can be no substitute for active management. 
While we respect the limits set by the regulators, we do not see 
their observance as a substitute for continuous surveillance. There 
have been allegations recently that the regulatory system in Lon- 
don is lax. There has been a massive flow of market data from the 
Exchange to regulators in London and Washington since the 
launch of our WTI contract in early 2006. And the continuous 
interaction between our Exchange and regulators on both sides of 
the Atlantic reflect regulatory regimes which are active and alert 
and have a detailed conversance with our business. 

It’s important to note that as recently as last week the Director 
of Enforcement of the CFTC publicly stated that the commissioners 
see no evidence of manipulation in our markets. With that said, let 
me make it quite clear that we have and always will be receptive 
to the concerns of the regulators. This sets the background against 
which I shall address your question whether greater regulation is 
necessary to stop price manipulation. 

Let me first of all describe the participants in our market. The 
participants are similar to those in the United States market. 
Membership in the London Exchange involves full diligence, appro- 
priate money laundering checks, and possession of all the nec- 
essary licenses. The commercial participants in our markets seek 
risk management and stabilizing of their future costs. The financial 
participants provide the liquidity necessary to make the market ef- 
ficient. Together, these two sets of market participants bring their 
views about what the present and future, and let me stress the 
word “future,” what the future price of a commodity might be. 

There has been much negative comment about the role of the fi- 
nancial participants, characterizing them as speculators. This neg- 
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ative comment is misplaced. Financial participants are a valuable 
source of liquidity to the market. This liquidity allows the commer- 
cial participants to hedge their energy costs more efficiently and 
stabilize their prices to the end consumer. Furthermore, studies 
have shown that financial participants are on both sides of the 
market and in many instances dampen price volatility, which can 
be helpful in times of rising prices. Without the ability to hedge, 
the commercial participants would have to factor the risk into their 
pricing to the end consumer, to the end consumer’s financial dis- 
advantage. 

Returning to the question, the account information flows between 
regulators are robust, and we’ve agreed to improve them as market 
dynamics have changed and the domestic regulator has requested 
additional information on the imposition of a position account- 
ability regime. However, it’s important to note that the outcome of 
these steps and many of the other suggested legislative steps under 
consideration are unlikely to change the market dynamics that are 
driving the price of oil. 

As the Chairman of the Exchange, my role is, however, confined 
to the operation of the mechanism which provides price discovery. 
Our discharging of this duty is as important to the consumer as it 
is to the oil producer. 

I thank you. 

[The prepared statement of Mr. Reid follows:] 
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WRITTEN TESTIMONY OF SIR BOB REID 
CHAIRMAN, ICE FUTURES EUROPE 

BEFORE A HEARING OF THE COMMITTEE ON ENERGY AND COMMERCE 
FOR THE no™ CONGRESS 

June 23, 2008 

Chairmen Dingell and Stupak, Ranking Members Barton and Shimkus. 1 am Sir Bob 
Reid, Chairman of ICE Futures Europe and a Director of IntercontinentalExchange Inc. 

I very much appreciate the opportunity to appear before your hearing today to share ICE 
Futures Europe’s views on the proper amount of regulation is necessary to prevent price 
manipulation. 


Background 

ICE Futures Europe, formerly the International Petroleum Exchange of London Ltd, is 
the leading energy futures exchange outside the United States of America. The Exchange 
was formed in 1980 and operated as a mutual exchange until 2001 when it was acquired 
by IntercontinentalExchange Inc. Its primary mode of operation was open outcry trading 
until 2005 when all trading was switched to the ICE electronic platform. ICE Futures 
Europe is the home of the Brent Crude Futures contract, a North Sea blend of crude oil. 
The Brent complex, of which our futures contract is a part, forms the basis for pricing - 
directly or indirectly - for two thirds of world traded crude oil'. We also operate a Gas 
Oil futures contract - a European heating oil - the primary pricing benchmark for 
European middle distillate products as well as UK natural gas and electricity contracts. 
In conjunction with our partners at the Chicago Climate Exchange we operate the market 
for the European Climate Exchange, which is now the largest carbon market in the world. 

The customers of ICE Fumres’ market are based all over the world. Even when ICE 
Fumres was an open outcry exchange, customers from all over the world used its markets 
by phoning their orders in to the trading floor in London. Today the trading floor is a 
virtual one, with orders being sent to the market through computer terminals - but the 
global nature of our markets has not changed. We have regulatory clearance for our 
screens to operate in over fifty jurisdictions around the world. 


' Source: Brent: A User’s guide to the Future of the World Price Market (Liz Bossley, CEAG, 2007) 


(t"Af I 'f t , Exchange 
> DC Pixf-'L i V 'Vf/V'-y 



243 


ice 


In Febraary 2006 we launched a financially settled futures contract for West Texas 
Intermediate (WTI) crude oil, oil to complement our Brent crude oil contract since both 
are similar light sweet grades of crude oil. . We chose to offer a financially settled WTI 
contract at a time when NYMEX was committed to retaining and promoting open outcry 
trading rather than pursuing electronic trading. As the first to launch an electronically 
traded WTI contract on a robust electronic trading platform, our contract was successful 
taking market share from NYMEX. Since the launch of electronic trading by NYMEX, 
most of the growth in trading of WTI crude oil has been on the NYMEX rather than the 
ICE market. Nevertheless, the ICE WTI contract is an important contract for ICE Futures 
Europe, as it is used by commercial participants to hedge exposure to small differences in 
WTI and Brent prices. Notably, NYMEX similarly offers a cash settled Brent crude oil 
future settling on ICE Futures Europe’s final settlement price for precisely the same 
reason. Today, ICE has a relatively small 15% share of total WTI futures and options 
open interest, while NYMEX retains the remaining 85%. 

Regulatory frame-work: ICE Futures Europe ’s Operations 

ICE Futures Europe is a Recognized Investment Exchange which operates under a 
legislative framework set out in the Financial Services and Markets Act 2000. This 
framework gives the exchange an equivalent regulatory status under UK law to the status 
that U.S. Exchanges have under US law. The Exchange is subject to supervision by the 
Financial Services Authority, which has a designated team whose responsibility is to 
oversee the work of UK exchanges and other recognized bodies. The financial services 
regulatory regime in the United Kingdom is well-established and has been used as a 
model in the design of other regulatory systems around the world. 

All contracts traded on ICE Futures Europe are subject to UK law and regulation. For 
European market participants, this is important for a variety of reasons, including the 
applicability of UK bankruptcy and insolvency laws in the event of a contract default. 

All of ICE Futures Europe’s contracts are cleared in London by LCH.Cleamet Limited, 
which acts as central counteiparty to all trades on the Exchange. Clearing of such 
contracts is shortly to be transferred to our own new London-based clearing house, ICE 
Clear Europe. 

At all times since it became a subsidiary of ICE, Inc., ICE Futures Europe has been 
headquartered in London and has operated as a Recognised Investment Exchange. At all 
times during this period, ICE Futures Europe has been governed by a separate board of 
directors, which I chair, and which is accountable to the Financial Services Authority for 
the operation of ICE Futures Europe’s markets. The board’s members include myself, 
the President of ICE Futures Europe, the Chairman and CFO of ICE Inc. and three 
independent members. This separate governance structure and degree of independence 
within the ICE, Inc. group is mandated by the Financial Services Authority in order for 
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ICE Futures Europe to maintain its status as a Recognised Investment Exchange and a 
self regulatory organization. ICE Futures Europe has approximately seventy employees, 
all of whom are based in the United Kingdom. 

It is important to address one issue head-on, and this is the prior statements and 
suggestions of certain third parties that ICE Futures Europe is “operated to take 
advantage of a regulatory loophole”, that it is “operated out of Atlanta, Georgia,” or that 
somehow its operations lack regulatory substance and legitimacy. These statements are 
false. 


Our role 

Our role as a Recognised Investment Exchange is to provide a fair and orderly market in 
which the interaction of market participants is allowed to determine prices. We strive to 
be strictly neutral and independent. Our role is neither to be on the side of the producer 
nor the consumer; we are dedicated to ensuring that price formation is fair. 

A fair and orderly market 

Being a fair and orderly market means operating within a framework laid down by law 
and regulation. The ultimate decision-taking body of the Exchange is its board of 
directors. The rule-making functions are fulfilled by the Authorization, Rules and 
Conduct Committee under delegation from the board. Changes of significance are 
brought back to the board for approval. There is an independent disciplinary framework 
which is followed in circumstances where the Exchange pursues disciplinary action 
against members. 

The ICE Platform has sophisticated audit facilities which allow it to record extensive 
information about every trade on the platform. Compliance staff monitor trading patterns 
and price movements to identify circumstances which warrant further investigation. 

They seek to identify improper conduct, and in particular, any attempt to manipulate the 
market. 

As well as receiving information about transactions, the Exchange also receives 
information about any large positions held by members, including details of the 
customer(s) responsible for such positions. While ICE Futures does not presently impose 
formal position limits or position accountability rules (but recently has agreed to do so 
with respect to its WTI contract at the request of the CFTC), the Exchange receives daily 
reports from all members who hold large positions in the front two months of any 
contract detailing who is responsible for holding such positions. The Exchange can ask 
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members to reduce positions in any contract if they judge them to be unduly large and has 
the power to compulsorily close out positions. 

There is a particular focus on physically-delivered contracts - in particular Gas Oil - 
where it is possible for delivery squeezes to occur, for example by a single participant 
obtaining control of most of the oil due for delivery in a particular month. In financially- 
settled contracts such as WTI this risk does not exist in the same way because physical 
delivery does not occur. 

The Exchange has the power to bring disciplinary proceedings against its members. 
Where an investigation identifies issues beyond its direct control the Exchange will notify 
the Financial Services Authority and, if appropriate, relevant overseas regulators such as 
the CFTC. 

Cooperation with the CFTC 

As noted above, the ICE WTI contract is financially-settled, which narrows the area of 
risk in comparison with a physically-delivered contract. Nonetheless it is clearly 
important that the CFTC has the opportunity to have an overview of the market to ensure 
that there is no activity across Nymex and ICE that might be construed as price 
manipulation or market abuse. In November 2006, ICE Futures Europe, through the 
memorandum of understanding between the FSA and the CFTC, began providing trader 
position data on WTI for the prompt two months. On 29 May 2008, we agreed with the 
CFTC and FSA an extension of this information sharing to encompass position 
information across the entire expiry horizon, on a daily basis. Some of this has already 
been instituted - the CFTC already receives an analysis of positions in the WTI contract 
on a member by member basis for every contract month. Full implementation is due in 
the near term. 

On 17 June 2008 the CFTC announced an amendment of the conditions imder which we 
are permitted to operate in the United States. They amended the “no-action relief letter” 
under which ICE Futures Europe is permitted direct access to US customers. The 
amended letter conditioned our direct access on ICE Futures Europe’s adoption of 
equivalent U.S. position limits and accountability levels on the ICE WTI Crude Oil 
Futures Contract. In addition, ICE Futirres Europe will provide data identifying 
commercial and noncommercial participants that will allow the CFTC to incorporate the 
ICE Futures WTI contract into the Commitment of Traders Report. The agreement will 
be enforceable through the CFTC’s broad authority over U.S. traders; the exchange’s 
robust rule enforcement, and the oversight of the FSA. 

In addition, pursuant to the amended letter, we will follow similar US hedge exemption 
requirements and will report violations of any such provisions to the CFTC. This action 
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also formalizes the information sharing announced in May. The CFTC will incorporate 
data directly into the CFTC’s Commitments of Traders report, their weekly report 
categorizing traders and positions. The revised Commission staff foreign access 
conditions must be satisfied by ICE Futures Europe within 120 days. The changes are 
subject to the approval of the UK Financial Services Authority. 

Rising oil prices 

Oil prices are at historically high levels. US oil prices so far in 2008 have averaged $109, 
around one third higher than the 2007 average of $72. The causes of these oil price rises 
are complex and much has been written about them, particularly in recent weeks. Some 
commentators have asserted that the bulk of the recent increase in oil prices is related to 
the ‘fundamentals’. 

In a report published earlier this month the International Energy Agency said “supply 
growth so far this year has been poor and higher prices are needed to choke off demand 
to balance the market.” It went on to say that abnormally high prices are largely 
explained by the fundamentals. 

Jeffrey Harris, the chief economist of the Commodity Futures Trading Commission 
(CFTC) said in a recent Senate testimony that he did not see any evidence that the growth 
of speculation in oil has caused the price to rise. Rising prices might have stimulated the 
growing investment rather than the other way round, Harris noted. In the oil futures 
market, investment can flow in without driving up the price because the speculators are 
not buying actual crude to be able to hold onto it or keep it off the market. Instead, 
contracts are bought for future delivery. When the contracts mature, they either cash 
settle them or sell them to genuine consumers of oil. The contracts allow traders to take a 
view on price direction with the number of views not affecting the amount of oil 
available. 

Some have asserted that the primary cause of recent oil price rises is speculation. 
“Speculation”, however, needs to be distinguished from manipulation, which is to 
deceive investors by controlling or artificially affecting a market. A central role of a 
regulated marketplace such as ours is to take steps to prevent and detect such 
manipulation. 

Rather than “speculation” I prefer the term “financial participation”. There is nothing 
wrong with financial participation in oil markets per se. Such participation helps to 
increase liquidity, which makes it easer for market participants to get in and out of 
positions at a given price, and make it more difficult for any individual participant to 
manipulate the market. Financial participants are the counterparties to the commercial 
entities who hedge their production or consumption. Such participants can take either 
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‘long’ or ‘short’ positions depending on their expectations of the way in which prices will 
change. 

Recent price moves 

The increase in oil prices has been particularly marked since January 2007, when oil 
prices stood at $58 per barrel. During the period from 2000 to 2007 we had seen a steady 
upward movement in the oil price, but over the past six months in particular we have seen 
a breakout from those price levels. During this time, the dollar has been devalued; supply 
has decreased, while demand has remained constant. We have also seen particularly high 
volatility prices with a move in the WTI price of over $10 on 6*'’ June2008. 

Some have asserted that the change in WTI prices since the beginning of 2007 has been 
driven by speculative traders building large positions in the ICE WTI contract. The facts, 
however, indicate otherwise as ICE Futures Europe’s share of global WTI open interest 
has declined from about 20% to 1 5% over that same period. Furthermore, the total WTI 
open interest, on both the Nymex and ICE contracts has not increased materially over the 
past year, and indeed is significantly lower than its peak levels. 


WTI Crude Oil - Open Interest* 
NYMEX and ICE 



* Includes all futures and option hitvre equivalents 
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Margin levels 

One proposal under the Consumer First Energy Act of 2008 is to require the CFTC to 
substantially increase the margin requirement on crude oil futures trades. 


It is the responsibility of a Futures Market to be a neutral venue for the setting of prices. 
Margins are required by clearing houses for the purpose of ensuring that they have 
adequate security in the event of the default of a market member. Margins are used by a 
clearing house to manage risk and should be set on the basis of the needs of risk 
management and of risk management alone. The level of margins is calculated by 
clearing houses on the basis of calculations carried out in accordance with a proven 
margining methodology such as SPAN - an approach which was developed by the 
Chicago Mercantile Exchange and is also used by Nymex and LCH.Cleamet and will be 
used by ICE Clear. Changes in margin levels tend to be driven by changes in price levels 
and levels of volatility. 

Artificially increasing margin levels on regulated futures markets would drive business 
either to futures markets in other jurisdictions where there are no such constraints, or to 
off-exchange OTC marketplaces where clearing is not available. Moving business away 
from cleared markets is precisely the opposite of what should be done at a time of highly 
volatile prices and systemic financial risk. Clearing provides a valuable function in the 
mitigation of financial risk and has been a tried and tested source of risk mitigation at a 
difficult time for financial markets. 

Even if margins were to be increased it is not clear that such increases would reduce price 
levels. They could well introduce market distortions that could drive up prices, 
particularly in circumstances where commercial participants found it more difficult to 
meet higher margins than financial participants, or where financial participants with short 
positions were forced to buy them back. 

Margin levels have in fact been increasing over recent months. Margin levels today are 
over 3.5 times margin levels at the start of 2007. They have been set at those levels 
because of the higher volatility that we have seen in oil markets. We have not seen 
evidence that this increase in margins has reduced prices. 
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initiai margin rates shown again price movements in iCE WTi Crude Futures 
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Foreign Boards of Trade 

The last time I took part in a public hearing in Washington was during 2006, when the 
then Chairman of the CFTC, Reuben Jeffrey, convened public hearings to consider the 
issue of the regulation of Foreign Boards of Trade in the US. Consideration of the issue 
at that time was largely triggered by the launch of the ICE WTI Crude Futures Contract. 
An overwhelming majority of participants in those hearings thought that the CFTC ‘no 
action’ regime had been very successful. The CFTC reaffirmed its no action regime 
thereafter^, recognizing the benefits of regulatory cooperation and mutual recognition. 
The basis of this approach is that markets, particularly oil markets, are global. 
Participants are based all over the world and cooperation between regulators is crucial in 
this context. ICE Futures has cooperated fully with the CFTC and will continue to do so. 
As well as supplying position information on a regular basis ICE has provided extensive 
transaction information to CFTC to assist in investigations. 

Conclusion 

We recognize the severe impact of high crude oil prices on the U.S. economy and 
understand the Congressional desire to “leave no stone unturned.” However, with a 15% 


^ CFTC Release: 5252-06 issued October 31 2006 
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share of global WTI futures and options open interest; we feel it is highly unlikely that 
our WTI contract is the primary driver of WTI prices. This “inconvenient truth” clearly 
contradicts any notion of a London loophole. 

Our view, Mr Chairman, is therefore that the current regulatory regime works well, and 
that greater regulation is not the answer. The priority for regulators in our increasingly 
interconnected world should be increasing cooperation with their counterparts in other 
countries. This is best promoted and developed by the international sharing of best 
practice in the context of an environment where comparable regulators operate within a 
framework of mutual recognition. This is a framework in which the CFTC and the FSA 
take a leading role, and one which they should seek further to build on in the future. 
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Mr. Stupak. Thank you, Mr. Reid. 

Professor Greenberger, your opening statement, please, sir. 

STATEMENT OF MICHAEL GREENBERGER, J.D., PROFESSOR 

OF LAW, DIRECTOR, CENTER FOR HEALTH AND HOMELAND 

SECURITY, UNIVERSITY OF MARYLAND, BALTIMORE, MARY- 
LAND 

Mr. Greenberger. Good afternoon. I want to start by saying 
that section 8(a)(9) of the Commodity Exchange Act gives the Com- 
mission what has been called its most potent tool. It provides that 
whenever the Commission has reason to believe that an emergency 
exists, it may take such actions, including but not limited to, the 
setting of temporary emergency margin levels on any futures con- 
tract and the fixing of limits, speculation limits, that may apply to 
a market position. 

What is an emergency under the Commodity Exchange Act? It 
means in addition to threatened or actual market manipulations or 
corners, any act the United States or a foreign government takes 
affecting a commodity or any other major market disturbance 
which prevents the market, which prevents the market from accu- 
rately reflecting the forces of supply-demand. I think everything 
you heard this morning talks about a situation that is an emer- 
gency that the market does not accurately reflect the forces of sup- 
ply-demand. 

Now you might well ask yourselves why, after a day like June 
6th, when oil skyrocketed $11 in one day, there wasn’t an emer- 
gency with temporary margins and position limits set by the Com- 
mission. And the answer to that I think is quite simple. They have 
the information from Mr. Newsome. They don’t have the informa- 
tion from ICE, so they don’t know what is happening on ICE. 

Now, the Senate Permanent Investigating Subcommittee has 
shown in two different reports specific examples of ICE being used 
especially in the Amaranth case, to manipulate up the price in that 
case of natural gas. Now Mr. Barton has earlier this morning said, 
gee, we’re worried we’re going to have to have Mr. Reid, Sir Robert, 
who I believe lives in England, how can we get control over ICE? 
Do we have to have a regulation in London and a regulation in the 
United States? 

Let’s remember who ICE is. It is very nice that Sir Robert is here 
today. Usually Mr. Jeffrey Sprecher or Mr. Vice from Atlanta, 
Georgia comes to testify before this and other committees. I’m sure 
it’s nice to have Sir Robert here today waving the British flag. ICE 
is headquartered in Atlanta. Its trading engines are in Chicago. It’s 
trading 30 percent of the West Texas Intermediate benchmark 
crude oil contract on United States terminals located in the United 
States and denominated in United States dollars. 

Now it is true that the International Petroleum Exchange, when 
I was at the CFTC, came to us as a London corporation with Lon- 
don crude oil contracts, trading on a London floor, and asked for 
permission not to register as a full designated contract market be- 
cause they were truly a foreign entity. And I wrote the template 
of the letter that approved that. I’m sorry that I did. But our thesis 
was that it was truly a British corporation. We never envisioned 
that the International Petroleum Exchange would be bought by the 



252 


Atlanta Intercontinental Exchange, which, by the way, people said 
who are the founders? The founders are Goldman Sachs, Morgan 
Stanley, British Petroleum and the Flour Corporation. They found- 
ed this exchange to be competitive to Mr. Newsome, Dr. Newsome, 
as a fully regulated exchange operating outside of United States’ 
regulation. 

Now the question for this Congress is, can an Atlanta corpora- 
tion, a headquartered Atlanta corporation, I believe Sir Robert’s 
bosses, trading engines in Chicago, trading 30 percent of our con- 
tract, in U.S. denominated dollars, do we have the authority, 
should we be calling them a foreign corporation? They’re not a for- 
eign corporation. It’s a United States’ corporation by any measure. 
And so when we ask the question, gee, will this go off to England, 
this trading? That means will it go off to the Chicago trading en- 
gine, not to England. 

You have been told there are two major markets. One is Sir Rob- 
ert’s, whose headquarters is in Atlanta and trading engine is in 
Chicago trading our contract, and the other is Mr. Newsome. This 
is a United States’ market. It makes sense that it’s a United States 
market. We’re dealing with West Texas Intermediate petroleum de- 
livered in Cushing, Oklahoma. 

Now Mr. Lukken has proudly announced that after negotiations 
with the Financial Services Authority, by the way, who has two su- 
pervisors for these markets, and if you look at it worldwide, it’s 50 
percent of the futures contracts in the world, two supervisors, they 
have never brought an enforcement action in the energy futures 
markets since they came into existence in 1997. 

Mr. Lukken has negotiated with the British to regulate what is 
happening here in the United States, and he has gotten limited 
conditions. He is going to get some speculation limits. He is going 
to get some identification. But he isn’t going to have the power 
under section 8, 9 to go to the floor or the headquarters of the 
Intercontinental Exchange when that market does no longer accu- 
rately reflect the forces of supply-demand. 

Now if the first panel and the second panel proved anything I be- 
lieve it is that these markets no longer represent supply-demand 
and I want to emphasize, I agree, supply-demand is a problem. I 
don’t want to be misunderstood. Supply-demand is a problem. But 
what we’ve heard today is there is a speculative premium. 

Mr. Stupak has introduced this legislation. This legislation effec- 
tively takes us back to December 19, 2000, before the Commodity 
Futures Modernization Act was passed. There is not a provision in 
that bill that wasn’t the law in 1999. We weren’t hearing about 
skyrocketing oil prices in 1999. In fact, before Mr. Newsome went 
to NYMEX, I visited NYMEX, and the traders were sitting reading 
newspapers on the floor. Why? Oil was $15 a barrel. Straight on. 
No volatility. Each of the things that was talked about today could 
be taken care of by Mr. Lukken this week. He doesn’t need legisla- 
tion and I can tell you why. If he needs legislation, there are two 
parallel bills circulating around. One is the appearance of regula- 
tion without really providing it, and there are bills in accordance 
with Chairman Stupak’s thing that provide real regulation. You 
heard about the “end the Enron” loophole. It didn’t end the loop- 
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hole. Please don’t take legislation that doesn’t fix this problem. I 
will be happy to answer questions. 

[The prepared statement of Mr. Greenberger follows:] 
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One Page Summary of Testimony 

In the face of the American consumer buckling under skyrocketing oil prices, much of 
the U.S. financial sector determining the price of that oil has escaped meaningful U.S. regulatory 
oversight. 

Over 30% of the U.S. delivered futures benchmark largely determinant of the price of oil 
here and throughout the world is now being traded on an exchange headquartered in Atlanta, 
with trading engines in Chicago and trading terminals placed all over the U.S. Relying on an 
outdated 1999 CFTC staff no action letter granted to a now defunct U.K. subsidiary, the U.S. 
owned Intercontinental Exchange (ICE) and the CFTC assert that United Kingdom regulators, 
rather than the U.S. CFTC, should have primary oversight of that exchange. CFTC permission 
has now also been granted to the Dubai Mercantile Exchange, in partnership with U.S. owned 
NYMEX, to begin trading that same U.S. delivered contract in the U.S. under the regulatory 
oversight of the Dubai government, creating the “London/Dubai” Loophole for U.S. speculation. 

An ever burgeoning unregulated energy “swaps” market has developed in the U.S. freed 
from CFTC oversight by the so-called statutory Enron Loophole. Those swaps dealers are laying 
off their risk from unregulated swaps markets on U.S. regulated exchanges which are treating 
those dealers, e.g., investment banks, as if they were “physical” commercial hedgers not subject 
to speculation controls, thereby creating the “Swaps Dealers” Loophole. 

The CFTC has within the last week made feints toward closing these exemptions, but it is 
moving slowly and ineffectively. For example, under intense pressure from Congress, it 
“negotiated” last week with the U.K. to receive permission to require the U.S. owned ICE to 
place- limits on speculation and provide large trader reporting data pertaining to U.S. delivered 
crude oil contracts traded on its U.S. trading terminals. However, ICE has been given until 
September 15, 2008 to comply, a virtual lifetime to the distressed U.S. gas consumer. 

In response to CFTC actions, a leading U.K. financial spokesperson called the CFTC’s 
actions “American Imperialism,” saying “if a bunch of [Sjenators Want to get rude about the 
[UK], that’s fine, but don’t interfere in our market.” The U.K.’s FSA now refuses to dismiss the 
rumor that it will “veto” the CFTC action. 

In fact, the CFTC has outsourced oversight of “our” own U.S. oil markets to the U.K., 
rather than vice versa, as the U.K. now suggests. We have outsourced to a U.K. agency that has 
not brought a single energy futures enforcement action in its existence, and has only two 
supervisors monitoring almost 50% of the world’s future trades. 

If the 2008 PUMP Act becomes law, the U.S. consumer will know precisely the role 
speculation plays in the massive run up of gasoline, because that statute closes all three major 
speculation loopholes and brings all U.S. energy futures trading done in and affecting U.S. 
delivered energy products into the light of day. The only imposition required of speculators is 
that their trading must be observed by U.S. regulators. Indeed, the 2008 PUMP Act creates a new 
“U.S. energy consumers” loophole to the massive unpoliced speculation unhinging the market 
price of oil from its economic bearings. 
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Introduction 


My name is Michael Greenberger. 

I want to thank the subcommittee for inviting me to testily on the important issue that is 
the subject of today’s hearings. 

After 25 years in private legal practice, I served as the Director of the Division of Trading 
and Markets (“T&M”) at the Commodity Futures Trading Commission (“CFTC”) from 
September 1997 to September 1999. In that eapaeity, I supervised approximately 135 CFTC 
personnel in CFTC offices in DC, New York, Chicago, and Minneapolis, including lawyers and 
accountants who were engaged in overseeing the Nation’s futures exchanges. During my tenure 
at the CFTC, I worked extensively on, inler alia, regulatory issues concerning exchange traded 
energy derivatives, the legal status of over-the-counter (“OTC”) energy derivatives, and the 
CFTC authorization of trading of foreign exchange derivative products on computer terminals in 
the United States. 

While at the CFTC, I also served on the Steering Committee of the President’s Working 
Group on Financial Markets (“PWG”). In that capacity, I drafted, or oversaw the drafting of, 
portions of the April 1999 PWG Report entitled “Hedge Funds, Leverage, and the Lessons of 
Long-Term Capital Management,” which recommended to Congress regulatory actions to be 
taken in the wake of the near collapse of the Long Term Capital Management (LTCM) hedge 
fund, including Appendix C to that report which outlined the CFTC’s role in responding to that 
near collapse. As a member of the International Organization of Securities Commissions’ 
(“IOSCO”) Hedge Fund Task Force, I also participated in the drafting of the November 1999 
report of IOSCO ’s T echnical Committee relating to the LTCM episode: “Hedge Funds and Other 
Highly Leveraged Institutions.” 

After a two year stint between 1999 and 2001 as the Principal Deputy Associate Attorney 
General in the U.S. Department of Justice, I began service as a Professor at the University of 
Maryland School of Law. At the law school, I have, inter alia, focused my attention on futures 
and OTC derivatives trading, including academic writing and speaking on these subjects. I 
currently teach a course that I designed entitled “Futures, Options, and Derivatives,” in which the 
United States energy futures trading markets are featured as a case study of the way in which 
unregulated or poorly regulated futures and derivatives trading cause dysfunctions within those 
markets and within the U.S. economy as a whole. One result of this dysfunction, as I describe to 
my students, is the needlessly high prices which energy consumers now pay because of the 
probability of excessive speculation, illegal manipulation, and fraud within those maricets. 

The question whether there has been manipulation of U.S. energy futures markets in 
general, and U.S. delivered crude oil contracts specifically, has been the subject of many 
hearings. I have previously testified at four of those hearings, the most recent held on June 3, 
2008 before the United States Senate Committee on Commerce, Science and Technology. To put 
the issue of today’s hearing in context, I summarize and update the points I made at that hearing 
immediately below. 
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Summary and Update of Prior Testimony 

One of the fundamental purposes of futures contracts is to provide price discovery in the “cash” 
or “spot” markets. Those selling or buying commodities in the “spot” markets rely on futures prices 
to judge amounts to charge or pay for the delivery of a commodity,’ Since their creation in the 
agricultural context decades ago, it has been widely understood that, unless properly regulated, 
futures markets are easily subject to distorting the economic fundamentals of price discovery (i.e., 
cause the paying of unnecessarily higher or lower prices) through excessive speculation, fraud, or 
manipulation.^ 

The Commodity Exchange Act (“CEA”) has long been judged to prevent those abuses. 
Accordingly, prior to the hasty and last minute passage of the Commodity Futures Modernization 
Act of 2000 (“CFMA”), “all futures activity [was] confined by law (and eventually to criminal 
activity) to [CFTC regulated] exchanges alone.”^ At the behest of Enron, the CFMA authorized the 
“stunning” change to the CEA to allow the option of trading energy commodities on deregulated 
“exempt commercial markets,” r'.e., exchanges exempt from CFTC, or any other federal or state, 
oversight, thereby rejecting the contrary 1999 advice of the President’s Working Group on Financial 
Markets, which included the Secretary of the Treasury, the Chairman of the Federal Reserve Board, 
and the Chairmen of the SEC and CFTC. This is called the “Enron Loophole.” 

Two prominent and detailed bipartisan studies by the Permanent Subcommittee on 
Investigations’ (“PSI”)^ staff represent what is now conventional wisdom: hedge funds, large banks, 
pension funds, insurance and energy companies, and wealthy individuals have used “exempt 
commercial energy futures markets” to drive up needlessly the price of energy commodities over 
what economic fundamentals dictate, adding, for example, what the PSI estimated to be @ $20-$30 
per barrel to the price of a barrel of crude oil.* At the time of that estimate, the price of crude oil had 
reached a then record high of $77. The conclusion that speculation has added a large premium to 
energy products has been corroborated by many experts, including most recently and most 


‘ See Written Testimony of Professor Michael Greenberger, Energy Speculation: Is Greater Regulation Necessary to 
Stop Price Manipulation?: Hearing Before the H. Subcomm. on Oversight and Investigations 3-5 (2007) available 
at http://digitalcominons.law.umaryland.edu/cgi/viewcontent.cgi?article=101 l&context=cong test (last visited June 
21,2008). 

^ See, e.g., Jonathan Ira Levy, Contemplating Delivery: Futures Trading and the Problem of Commodity Exchange 
in the United States, 1875-1905, AMERICAN HISTORICAL Review 307 (2006) (“’[T]he man who managed or sold or 
owned those immense wheat fields has not as much to say with the regard to the price of the wheat that some young 
fellow who stands howling around the Chicago wheat pit could actually sell in a day.’”(ltiotmg Fictitious Dealings 
in Agricultural Products: House Comm, on Agric. Committee Hearing Reports (1 892)). 

^ Philip McBride Johnson & Thomas Lee Hazen, Derivatix-'Es Regulation 28 (Cumm. Supp. 2008). 

“ Id.; see also PRESIDENT’S WORKING GROUP ON FINANCIAL MARKETS, OVER-THE-COUNTER DERIVATIVES 
Markets and the Commodity Exchange Act 16 (1999), available at 

hitpr/.'vvvvw.ustreas.gov. presa-'feleascsTeport.s otcact.pdf (last visited June 21, 2008) (“Due to the characteristics of 
markets for non-financial commodities with finite supplies, however, the Working Group is unanimously 
recommending that the exclusion [from regulation] not be extended to agreements involving such commodities.”). 

^ Permanent Subcommittee on Investigations of the Committee on Homeland Security and 
Governmental Affairs, The Role of Market Speculation In Rising Oil and Gas Prices; A Need to Put 
THE Cop Back on the Beat (June 27, 2006) [hereinafter June 2006 Report]; Permanent Subcommittee on 
Investigations of the Committee on Homeland Security and Governmental Affairs, Excessive 
Speculation in the Natural Gas Market, (June 25, 2007) [hereinafter June 2007 Report]. 

^ June 2006 Report, supra note 5, at 2, 23. 
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prominently, George Soros,^ the International Monetary Fund,® OPEC, and the International Energy 
Agency.^ 

The PSI staff and others have identified the Intercontinental Exchange (“ICE”) of Atlanta, 
Georgia, as an unregulated facility upon which considerable exempt energy futures trading is done.^^ 
For purposes of facilitating exempt natural gas futures, ICE is deemed a U.S. “exempt commercial 
market” under the Enron Loophole.^’ For purposes of its facilitating U.S. WTI crude oil futures, the 
CFTC, by informal staff action, has deemed ICE to be a U.K. entity not subject to direct CFTC 
regulation even though ICE maintains U.S. headquarters and trading infrastructure, facilitating, inter 


’ See, e.g., Edmund Conway, George Soros: Rocketing Oil Price is a Bubble, Daily TELEGRAPH (May 27, 2008), 
available at http://\wvav.tele2raph.co.uk/monev/main.ihtmI?xiiil-/monev/2008/05/26/cnsoro.sl26.xmt (last visited 
June 21, 2008) (quoting Mr. George Soros as stating "Speculation ... is increasingly affecting the price"); Written 
Testimony of Michael Masters, Hearing Be fore the Committee on Homeland Security and Governmental Affairs, 
U.S. Senate 2 (May 20, 2008), available at httn:/.-fisgac.senate.EOV7pub)ic/ flles/052008Mastcrs.pdf (last visited 
June2 1, 2008) (quoting Michael W. Masters as stating “Are Institutional Investors contributing to food and energy 
price inflation? And my unequivocal answer is YES”); Alejandro Lazo, Energy Stocks Haven V Caught Up With Oil 
Prices, WASH. POST (Mar. 23, 2008), available at http://mvw-wasliingU)nDOst.com/wp- 
dva^contcnt/aiticie/2008/03/21 /.AR? 008032 103825.htinl (last visited June 21, 2008) (quoting Mr. Fadel Gheit as 
stating “The largest speculators are the largest financial companies”); Michelle Foss, United States Natural 
Gas Prices to 2015 34 (2007), available at httn://mv'vv.oxfoi deneri’v.orij:/Ddfs/'NG ! 8. pdf Hast visited June 21, 
2008) (asserting “The role of speculation in oil markets has been widely debated but could add upwards of $20 to 
the price per barrel”); Advantage Business Media, Economist Blames Subsidies for Oil Price Hike, CHEM.INFO 
(2008), available at 

http://wvvw.chem.infQ/ShowPR.asDX?PLT3CQl)l:=075&ACCT=00001b0«S:lSSUE=0609&ORIGRELTYPE==DM&R 
ELTYPE=PR&PRODCODE-OQOOO&PRODLETT=M&CommQnCount=0 (last visited June 21, 2008) (quoting Dr. 
Michelle Foss as stating “We have an overpriced commodity, and this is going to be around for a while”); Kenneth 
N. Gilpin, OPEC Agrees to Increase Output in July to Ease Oil Prices, N.Y. TIMES (June 3, 2004) available at 
http://www.nvtimcs.com/2004/06/03.' biisincss--Q3CN D- 

OlL.html?cx=14016Stf)0Q&en=5dbd50c5b369795b&ci=50Q7&Dartncr=USERLANP (last visited June 21, 2008) 
(quoting Mr. Kyle Cooper as stating “There is not a crude shortage, which is why OPEC was so reluctant to raise 
production.”); Upstream, Speculators ‘not to blame’ for Oil Prices, UpstreamOnline.com, (April 4, 2008), 
available at httD://www.uT>streamonline.coiu1ive/articlcl5lS05.cce (last visited June 21 , 2008) (quoting Mr. Sean 
Cota as stating “It has become apparent that excessive speculation on energy trading facilities is the fuel that is 
driving this runaway train in crude prices”); Mike Norman, The Danger of Speculation, FoxNews.com (Aug. 19, 
2005), available at h((p:/ www.foxnews.com storv/0.2933. 166038.00.html (last visited June 21, 2008) (Mr. Norman 
stating “Oil prices are high because of speculation, pure and simple. That's not an assertion, that's a fact. Yet rather 
than attack the speculation and rid ourselves of the problem, we flail away at the symptoms.”). 

^ INTERNATIONAL MONETARY FUND, REGIONAL ECONOMIC OUTLOOK.: MIDDLE EAST AND CENTRAL ASIA 27-28 
(2008) (“Producers and many analysts say it is speculative activity tiiat is pushing up oil prices now. Producers in 
particular argue that fundamentals would yield an oil price of about US $80 a barrel, with the rest being the result of 
speculative activity.”); see also Neil King Jr., Saudi Arabia's Leverage In Oil Market Is Sapped,'^ ALL STREET J. 
(June 16, 2008), available g/ hltp:/7on!inc. wsi.com/article/SBl 21 355902769475555.htm]?mod-googlenews wsi 
(last visited June 2 1 , 2008) (quoting Saudi Oil Minister Ali Naimi as saying skyrocketing oil prices were 
“unjustified by the fundamentals” of supply and demand). 

^ In a rare move representatives of the world’s largest oil producers and consumers have issued a joint working 
paper in advance of a joint summit on oil prices yesterday, which calls for worldwide regulation to “tackle issues” 
and to “improve the transparency and regulation of financial markets though measures to capture more data on index 
fund activity and to examine cross exchange inter-actions in the crude market.” Bemd Radowitz & Reem 
Shamseddine, Oil Summit to Take on Speculators, Wall St. J. (June 21, 2008), available at 
h1:{p:./ww\v.moiievweb.co.za/mw/vicv^'/nivv/cmpaa:c94?oid=21 1868&sn~Dctail (last visited June 22, 2008). 

See June 2007 Report, supra note 5, at 27. 

^ffee id. 
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alia, @ 30% of trades in U.S. WTI futures.''^ The Dubai Mercantile Exchange, in affiliation with 
NYMEX, a U.S, exchange, has also been granted permission to trade the U.S. delivered WTI 
contract on U.S. terminals, but is, by virtue of a CFTC no-action letter, to be regulated by the Dubai 
Financial Service Authority (“DFSA”).'^ NYMEX itself, the U.S, premier regulated energy futures 
contract market, is reported to be planning to have a London trading platform registered with the 
U.K.’s FSA,*"' after which it would apply for the foreign board of trade no action relief that has 
already been granted to ICE and DME. Providing NYMEX’s London trading platform with this 
kind of no action relief would convert full U.S. regulation of the most important crude oil futures 
contracts to substantial U.K. oversight. These staff informal action letters, effectuating the 
exemptions for “foreign” owned U.S. trading terminals, by their own terms make it clear that they 
may be instantly revoked by the CFTC.’^ 

One final gap in the oversight of speculation in the U.S. crude oil (and agricultural) markets was 
illuminated by the testimony of Michael W. Masters, Managing Member of Masters Capital 
Management, LLC, at a recent May 20 hearing before the Senate Committee on Homeland Security 
and Government Affairs.'^ Mr. Masters demonstrated that large financial institutions, such as 
investment banks and hedge funds, which were “hedging” their off exchange futures transactions on 
energy and agricultural prices on U.S. regulated exchanges, were remarkably being treated by 
NYMEX, for exanmle, and the CFTC as “commercial interests,” rather than as the speculators they 
self evidently are." By lumping large financial institutions with traditional commercial oil dealers 
(or farmers)'* even fully regulated U.S. exchanges were not applying traditional speculation limits to 
the transactions engaged in by these speculative interests.'^ Mr. Masters demonstrated beyond all 
doubt that a significant percentage of the trades in WTI futures, for example, were controlled by 
non-commercial interests.^” These exemptions from speculation limits for large financial institutions 
hedging off-exchange “swaps” transactions emanates from a CFTC letter issued on October 8, 

1991^' and have continued through last week. 


See Written Testimony of Professor Michael Greenberger, Energy Market Manipulation and Federal Enforcement 
Regimes: Hearing before the S. Comm, on Commerce, Science, and Transportation, 3 (2008), available at 
http:/, digitalcommons. law. umarviand.edu/cgi/viewcontcnt.cni?articlc- I026&coi]text-- cong test (last visited June 
21,2008). 

” Dubai Mercantile Exchange Ltd., CFTC No-Action Letter, 2007 CFTC Ltr. LEXIS 6 (May 24, 2007), 

Jeremy Grant, Nymex's Long Road to the Electronic Age, FINANCIAL Times (Feb. 17, 2006), at 39 ("Nymex has 
indicated that it might be forced to move its electronically traded WTI to London so that it can compete on a level 
playing field with ICE."). 

See Greenberger, supra note 1, at 11-12 (providing a complete discussion of the no-action letter process including 
termination). 

Written Testimony ofMichael Masters, Hearing Before the Committee on Homeland Security and Governmental 
Affairs, US. Senate (May 20, 2008), available at httn://h.si»ac. senate. aov/piiblicV file.s/052008Master.s.ndf (last 
visited June 21, 2008). 

"Mat 7-8, 

Gene Epstein, Commodities: Who's Behind The Boom?, Barron'S 32 (March 31, 2008) (“The speculators, now 
so bullish, are mainly the index funds. ... By using the [swaps dealers] as a conduit, the index funds get an 
exemption from position limits that are normally imposed on any other speculator, including the SI in every $10 of 
index-fund money that does not go through the swaps dealers.”) 

Masters, supra note 16, at 7. 

“H.atS, 11. 

J. Aron & Co., CFTC Interpretive Letter, 1991 CFTC Ltr. LEXIS 18 (Oct. 8, 1991). 
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Virtually all parties now agree the Enron, London/Dubai, and Swaps Dealers Loopholes must 
be closed. On June 1 8, 2008, the Food Conservation and Energy Act of 2008^^ (the “Farm Bill”) 
was enacted into law by a Congressional override of President Bush’s veto. Title XIII of the Farm 
Bill is the CFTC Reauthorization Act of 2008, which, in turn, includes a provision that was intended 
to “close” the Enron Loophole.^^ The provisions, however, did not return to the status quo prior to 
the passage of the Enron Loophole by bringing all energy fiitures contracts within the full U.S. 
regulatory format. Instead, the Farm Bill amendment requires the CFTC and the public to prove on 
a case-by-case basis through administrative proceedings that an individual energy contract should be 
regulated if the CFTC can prove that the contract “serve[s] a significant price discovery function” in 
order to detect and prevent “manipulation.”^'* 

It has also been widely reported that the CFTC intends to use the new legislation to 
demonstrate that only a single unregulated natural gas futures contract, and not any crude oil 
futures contracts, should be removed from the Enron Loophole and become fully regulated. 

Thus, by CFTC pronouncement, crude oil, gasoline, and heating oil futures contracts will not be 
covered by the new legislation. 

The CFTC has also made it clear that the Farm Bill amendment will not cover any U.S. 
delivered futures contracts traded on the U.S. terminals of foreign exchanges operating pursuant 
to staff no action letters. As mentioned above, the Intercontinental Exchange (“ICE”) of Atlanta, 
Georgia, for purposes of facilitating U.S. delivered WTl crude oil futures, is deemed by the 
CFTC, through an informal staff no action letter, to be a U.K. entity not subject to direct CFTC 
regulation even though ICE maintains U.S. headquarters and trading infrastructure, facilitating, 
inter alia, @ 30% of trades in U.S. WTI futures. Moreover, the Dubai Mercantile Exchange 
(“DME”), in affiliation with NYMEX, a U.S. exchange, has also been granted permission to 
trade the U.S. delivered 'WTI contract on U.S. terminals, but is, by virtue of a CFTC no action 
letter, regulated by the Dubai Financial Service Authority (“DFSA”). Again, the CFTC will not 
rely on the plain language of the Farm Bill amendment to close the “London/Dubai” Loophole. 

The “Swaps Dealer” Loophole was only recently brought to the attention of Congress and 
thus was not addressed by the Farm Bill amendment. 


The 2008 PUMP Act Fully and Effectively Closes All Trading Loopholes for Speculators 

On June 20, 2008, the Chairman of this Subcommittee, Congressman Bart Stupak, 
announced the introduction of the Prevent Unfair Manipulation of Prices Act of 2008 (“2008 
PUMP Act”).^’ The 2008 PUMP Act completely closes the Enron, London/Dubai, and Swaps 
Dealers Loopholes, requiring all U.S.-delivered futures energy transactions executed in any 
manner within the U.S. to be traded on U.S. contract markets subject to direct regulation by the 
CFTC. 


Food Conservation and Energy Act of 2008, Pub. L. No. 110-246, § 13201; 122 Stat. 1651 (2008). 
PUMP Act (2008), H.R., 1 1 0th Cong., available at http:.wV'H-w.house.gov/stur>ak/mimnbil!-ndf . 
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Completely Closes the Enron Loophole . First, the 2008 PUMP Act would completely 
reverse the CEA’s exemption of energy commodities from U.S exchange trading requirements. 
The amendment would redefine an “exempt commodity” as a commodity that does not include 
an agricultural or ‘^energy commodity thereby bringing all energy futures within the CEA’s 
exchange trading requirement. An energy commodity would include, inter alia, crude oil, 
gasoline, diesel fuel, heating oil, propane, electricity, and natural gas.^’ Under the 2008 PUMP 
Act, an “included energy transaction” must be fully within CFTC direct supervision pursuant to 
statutory contract market requirements if the transaction relates to the delivery of U.S. energy 
futures contracts or if an energy futures trade is conducted on a computer terminal in the U.S.^* 
Conversely, energy futures transactions made through terminals outside the U.S. to deliver a 
futures energy contract outside the U.S. would be exempt from U.S. contract market regulation.^® 

Makes Clear Energy Swaps Are Futures . Tbe 2008 PUMP Act expressly bars over- 
the- counter (i.e., trading outside of a regulated U.S. contract market) energy futures “swaps” 
involving transactions of futures energy contracts to be delivered in the U.S. or conducted using 
computer terminals in the U.S.^® The combination of statutorily eliminating over the counter 
energy swaps transactions and requiting that all energy futures contracts delivered or traded in 
the U.S. be on exchange makes doubly clear that energy futures index funds can only be traded 
on a U.S. regulated and CFTC overseen U.S. contract market. 

Requires Transparency for Energy Index Funds. The 2008 PUMP Act also would 
require the CFTC to make on its website monthly postings about aggregate numbers and 
positions of anyone using index funds to trade U.S.-delivered futures energy contracts ot trade on 
U.S. computer terminals.^’ 

Nullifies FBOT No Action Letters . Tbe 2008 PUMP Act would nullify all no actions 
letters previously granted to exchanges trading futures energy contracts to be delivered in the 
U.S. or using computer terminals in the U.S.^^ A foreign exchange desiring to trade energy 
futures on U.S. terminals would have to register as a U.S. regulated contract market.^^ The 
Amendment would provide a six-month grace period for compliance.^"' 

Accordingly, the 2008 PUMP Act would require that U.S. energy futures or energy 
futures traded on U.S. terminals be subject to the essential “core principles” of regulation of U.S. 
contract markets; each of these cote principles are designed to prevent fraud, manipulation and 
excessive speculation.^® 

These regulatory requirements include: imposition of mandatory speculation limits; 
regular and reliable large trader reporting to detect immediately excessive speculation, 
manipulation or fraud; strong contract market self-regulation surveillance systems; and provision 

“ Id at § 2(a). 

Id 

^^Id 

“ See id. at § 2(c), 

"W. at § 2(b). 

Id. at§2(i). 
at § 2(e)(2). 

^^Id 

“ 7 U.S.C. § 7(a)-(d) (2008). 
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for strong CFTC emergency intervention authority to resolve dysfunctions within the energy 
futures markets.^^ Most of those protections are either not provided for or are not emphasized in 
the foreign regulatory regimes to which the CFTC has given deference in the no action process. 
The 2008 PUMP Act would, accordingly, eliminate in the case of ICE, for example, the need to 
rely on a regulator in London, using less rigorous oversight of the markets, for activity directly 
and significantly impacting U.S. energy markets, i.e., the trading of over 30% of the critically 
important U.S. WTI petroleum futures contract. 

Strengthens Regulated U.S. Exchange Trading of Energy Futures . But, even more 
important, the 2008 PUMP Act strengthens those regulatory requirements that now apply to 
CFTC regulated contract markets engaged in energy futures trading. 

Aggregated Speculation Limits . For example, the 2008 PUMP Act requires the CFTC to 
establish uniform speculation limits for transactions involving U.S.-delivered energy contracts 
futures or those traded on computer terminals in the U.S. The Commission is required to “fix 
limits on the aggregate number of positions which may be held by any person” for each month 
and in all markets under CFTC jurisdiction.^’ Under the exiting regulatory regime, speculation 
limits are only applied by each contract market, and “aggregate positions” are never imposed. 
This position limit would prevent a trader from spreading speculation over a host of markets, 
thereby accumulating a disproportionately large share of an energy market while satisfying each 
exchange’s separate limits. 

On the other hand, the 2008 PUMP Act would exempt “bona fide hedging transactions” 
involving U.S.-delivered futures energy contracts or those traded on computer terminals in the 
U.S.^® In short, speculation limits would only apply to speculators — not those using the markets 
to hedge risks involved in selling or buying the energy commodity at issue in the wholesale or 
retail markets. 

Provides Clear Oversight of Bilateral Energy Transactions . The 2008 PUMP Act also 
would provide special rules for “bilateral included energy transactions,” or transactions involving 
U.S.-delivered flitures energy contracts not made through a trading facility.^® Such bilateral 
included energy transactions would consist of transactions between two principals, which do not 
involve communication or negotiation about any of the material economic terms of an energy 
futures contract. While a source of great concern by industrial users of the energy futures 
markets for their abusive speculative impact on the markets, these bilateral transactions were 
not regulated by the Farm Bill amendment. The Stupak legislation would require “eligible 
contract participants” to provide the CFTC with market data about large trading positions 


For a tull discussion of the importance of CFTC emergency powers and self regulatory requirements, see text 
accompanying notes 1 18-128 infra. Neither the CFTC’s new requirements for FBOTs nor any other proposed 
legislation would afford CFTC emergency oversight of, and self regulation and surveillance on, FBOTs with U.S. 
trading terminals. 

” PUMP Act (2008) at § 2(f)(1). 

“Hat§2(g). 

’’M. at § 2(h). 

See Excessive Speculation in the Natural Gas Market: Hearing Before the Permanent Subcom. on Investigations 
of the S. Comm, on Homeland Security Gov. Affairs (June 25, 2007), available at 
htlp:,Vdigttalcomnions.Iaw.umar\'}and.cdii/cgi/vicwcontcnt.cgi?articic=^1009&context=cong test (witness 
questioning by Senators Levin and Coleman). 
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involving principal to principal standardized contracts relating to an energy commodity.'" 
Additionally, the CFTC and Department of Justice are given the authority to examine the trading 
records of “an eligible contract participant that enters into or executes a bilateral included energy 
transaction.”'*^ The 2008 PUMP Act should be revised to make it clear that even those 
standardized bilateral transactions not traded by computer must be traded on a U.S. regulated 
exchange, because they are properly considered futures contracts however traded. 

Provides Strong Oversight of CFTC Exemption Authority . Finally, the 2008 PUMP 
Act recognizes that the CFTC has, through section 4(c) of the CEA,'*^ the power to tailor U.S. 
futures regulations from “one size fits all” rules by granting exemptions from statutory 
requirements so long as the exempted trading comes with assurances that there will be no fraud, 
manipulation, or excessive speculation and that it otherwise serves the public interest. However, 
to avoid abusive use of that exemption authority, the 2008 PUMP ACT requires the CFTC to 
provide Congress with two months notice and to otherwise solicit public comment before 
promulgating a rule that exempts energy futures transactions governed by the 2008 PUMP Act 
from the requirements of that statute or the CEA in general.'*^ 

Total Impact of the 2008 PUMP Act . In sum, the 2008 PUMP Act comprehensively 
closes completely and firmly all of the troublesome loopholes that have been created by the 
Enron Loophole or by CFTC letter, policy statements, and exemption rules. These deregulatory 
measures have allowed the U.S. energy futures markets to be overrun by unpoliced speculation, 
rather than by the commercial interests for which the markets were designed. That uncontrolled 
speculative activity has unhinged those markets and the price of the underlying commodities 
from economic fundamentals, and the American consumer has paid an exorbitant speculative 
premium. 

Other Supportive Legislation . It should be noted that there has been legislation 
introduced in both the House and Senate that are fully consistent with various portions of the 
2008 PUMP Act approach. For example, Congressman Van Hollen (D-MD) and 
Congresswoman DeLauro (D-CT) last week introduced legislation that would completely close 
the Enron, London/Dubai, and Swaps Dealer Loopholes.'*^Senators Cantwell (D-WA) and 
Snowe (R-ME) have introduced legislation directed to the London/Dubai Loophole that would 
require all trading on U.S. platforms to be governed fully and directly by U.S. futures law.'*® 
Senator Nelson (D-FL) has introduced legislation that would close completely the Enron and 
Swaps Dealer Loophole.'*^ 

Senators Lieberman (ID-CT) and Collins (R-ME) have proffered legislation options 
designed to undercut excessive speculation in these markets through direct and aggregated 


PUMP Act (2008) at § 2(h)(2). 

“W. 

® 7 U.S.C. § 6(c) (2008). 

“ PUMP Act (2008) at § 2(e)(1). 

’’ Energy Markets Anti-Manipulation and Integrity Restoration Act, H.R., 1 !0th Cong. (2008). 

Policing United States Oil Commodities Markets Act of 2008, S. 3 122, 1 10th Cong. (2008), available at 
http://frwcbgate.access.gpo.gov/cgi-bin/getdoc.cgi?dbnamc=l 10 conn bills&dQcid=f:s3122i.s.txt.pdf (last visited 
June 21, 2008). 

S. 3134, 110^*’ Cong. (2008), available at httn://frwebgate.access.gpo.gov/cgi- 
bm/gctdoc,cgi?dbname=l 10 cong bijls&docid=^f:s3134is.txt.pdF (last visited June 2 1 , 2008). 
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controls on non-commercial futures traders. One of their proposals would require the CFTC to 
establish firm and aggregated speculation position limits on all speculative futures trading 
conducted in the U.S. no matter where the platform on which the trading is geographically 
located;"'* they have also suggested an absolute bar on futures trading by financial institutions 
that exceed certain net worth limits, applying that bar, inter alia, to off-exchange index funds."'’ 

There Are No Legal Restraints to Barring the “Foreign” Impact of Manipulation on 

U.S. Markets 

Arguments have been advanced that there are legal impediments to the CFTC enforcing 
U.S. regulatory protections on Foreign Boards of Trade bringing their trading terminals to the 
U.S. If that argument were correct, it would be an impediment to much that the 2008 PUMP Act 
and much of the complimentary legislative proposals described above requiring the CFTC to do 
just that. These arguments are premised upon Section 4 (b) of the Commodity Exchange Act 
(CEA), which pertains to the regulation of foreign transactions by United States persons. Section 
4 (b) provides in part: 

No rule or regulation may be adopted by the Commission under this subsection that (1) 
requires Commission approval of any contract, rule, regulation, or action of any foreign 
board of trade, exchange, or market, or clearinghouse for such board of trade, exchange, 
or market, or (2) governs in any way any rule or contract term or action of any foreign 
board of trade, exchange, or market, or clearinghouse for such board of trade, exchange, 
or market. 

However, this clause has been construed only to mean that the CFTC does not have 
jurisdiction over transactions conducted by foreign persons in a foreign country on a foreign 
board of trade.*' Kleinberg v. Bear Stearns^^ dealt with a situation where London traders were 
committing acts of fraud on a London exchange.** In that case, the Court held that the CFTC did 
not have enforcement jurisdiction, but explained, “It has been consistently held, at least 
implicitly, that CFTC may regulate and prosecute those who practice fraud in the United States 
in connection with commodities trading on foreign exchanges.”*"' 

To similar effect is the recent case of Mak v. Wocom Commodities,^^ concerning a Hong 
Kong resident placing futures trades with the defendant commodity brokers, both of which are 
Hong Kong coi^orations (Wocom).** The claims were denied because they were not sufficiently 
particularized.* However, the court stated that jurisdiction would have been extended if it had 


“ Discussion Draft to establish aggregate speculative position limits (2008), available at 
htto://hsitac.scnatc,tto\Vnublic/ flles/aeesneclimits.ndf (last visited June 21, 2008). 

Discussion Draft to prohibit the purchase of certain commodity futures contracts and financial instruments and 
physical commodities by certain investors (2008). available at 
htto://hsnac.senate.gov/oublic/' files- instinvestlimits-pdf Hast visited June 21, 2008). 

“ 7 U.S.C. § 6(b) (2008). 

Philip McBride Johnson & Thomas Lee Hazen, Derivatives Regulation 988 (2004 ed.). 

1985 WL 1625 (1985). 

”Matl. 

Id. at 2 (internal citations omitted). 

” H2F.3d287(7thCir. 1997). 

“ Id. at 288. 

” W at 290-91. 
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been clearly shown that there was “particularized harm to our domestic markets.”^* With ICE 
we currently have trading by U.S. customers in U.S. denominated currency on U.S. terminals in 
the foremost benchmark U.S. crude oil futures contracts with substantial evidence demonstrating 
“particularized harm to our domestic markets.” 

Indeed these cases are consistent with a fundamental tenet of federal financial 
enforcement jurisprudence that federal financial regulatory jurisdiction extends even to wholly 
foreign transactions when domestic financial markets suffer “from the effects of [an] improper 
foreign transaction].]”^^ The leading commentators on U.S. derivatives regulation have, 
accordingly stated: “[E]ven without substantial activity in the United States, jurisdiction will 
exist when conduct abroad has a substantial affect upon U.S. markets and U.S. investors.”*’” 

Confirmation of this broad sweep of U.S. jurisdiction to address overseas malpractices 
significantly impacting U.S. markets is evidenced most clearly by the Sumitomo case.”' In that 
case, the CFTC’s enforcement division reached a settlement agreement with a Japanese 
corporation upon determining that the Japanese head copper trader of the Sumitomo Corporation 
manipulated the price of U.S. copper almost exclusively through trading done in London on the 
London Metals Exchange.”^ The CFTC imposed $ 1 50 million in fines and restitution.”” Only a 
small portion of the trading was done in the U.S. and the London Metals Exchange contact with 
the U.S'. was limited to a U.S. warehouse.”^ Despite these limited U.S. contacts, “the penalty 
[assessed was] the largest ever levied by a U.S. Government agency," and it was widely 
recognized that the settlement indicated that “manipulation of any commodity traded in the 
[U.S.] could be the subject of a C.F.T.C. action, even if no acts were committed in this 
country. 

Clearly, then, trading done on trading platforms within the U.S. would be subject to full 
CFTC regulatory authority. The fact that ICE is headquartered in Atlanta with its trade matching 
engines in Chicago and controls through its U.S. terminals over 30% of the lead U.S.-delivered 
petroleum contract only makes the jurisdictional question that much easier. The same is true of 
the Dubai exchange that partners with U.S.-based NYMEX to trade WTI contracts on U.S. 
terminals; and the prospect of NYMEX opening a London trading platform for its energy futures 
products, but escaping U.S. regulation for that trading through a staff no action letter treating 
NYMEX as if it were a U.K. entity. 

Even more important, Sumitomo and its progeny are an answer to those many threats 
levied by large U.S. financial institutions that assert, if their trading on “foreign” trading 
terminals located in the U.S. is regulated, they will simply move that trading abroad. To be 


’'Mat 291. 

Des Brisay v. Goldfield Corp., 549 F.2d 133, 135 (9th Cir. 1977) (citing Schoenbaum v. Firstbrook, 405 F.2d 200, 
206 (2d Cir. 1968), modified in other respects, 405 F.2d 215 (in banc), cert, denied, 395 U.S. 906, 89 S, Ct. 1747, 23 
L. Ed. 2d 219 (1969)). 

“ Johnson & Hazen, supra note 5 1 , at 984. 

In the Matter of Sumitomo Corporation, 1998 CFTC LEXIS 96 (1998). 

“M. at 2-3. 

“ Id. at 24-25. 

“Mat 11-14. 

“ Floyd Norris, The Markets: A Record Penalty of Sumitomo, a Lesson on Market Volatility, ti.Y. Times, (May 12, 
1998), at D13 (emphasis added). 
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clear, any trading done in the U.S. on foreign exchanges is a fortiori covered by the applicable 
U.S. commodity laws.^^ So when the threat is made that the U.S. institutions will trade abroad, it 
means that it will be done completely outside of the sovereign U.S. However, the Sumitomo line 
of cases make clear that the CFTC, and for that matter, United States Department of Justice for 
purposes of related criminal prosecution,*^ can enforce violations of U.S. laws abroad if U.S. 
markets are significantly impacted by the wrongdoing in foreign countries. In short, speculators 
cannot escape the reach of U.S. civil and criminal law if they cause price distortions in U.S. 
commodity markets. 

Moreover, as I have testified elsewhere, no exchange, wherever located, can develop 
liquidity in and maximize profits from trading U.S. delivered futures products without having a 
substantial U.S. presence.™ This is evidenced by the 1 8 CFTC staff no action letters issued to 
foreign exchanges from all over the world allowing the placement of trading terminals in the 
U.S. In short, the threat that trading in U.S. delivered commodities will be done exclusively 
abroad is idle when confronted by both economic and legal realities. 


The Intercontinental Exchange Cannot Fairly Be Deemed British for Purposes of 
Trading U.S. Deiivered Petroieum Futures in U.S. Dollars on U.S. Trading Terminais 

Of course, all of the above jurisdictional analysis assumes that ICE (and DME) are 
“foreign” boards of trade. While ICE has a London office, that office is controlled by ICE’s 
headquarters in Atlanta; ICE’s trading engines are in Chicago; it is trading over 30% of the U.S. 
premier crude oil futures contract in U.S. denominated currency. ICE’s non-petroleum products, 
i.e., natural gas futures contracts, are clearly traded within U.S. jurisdiction and are subject to re- 
regulation under U.S. law by virtue of the Farm Bill’s “End the Enron Loophole” provision.^” 
ICE also owns a fully regulated U.S. exchange: formerly the New York Board of Trade 
(NYBOT); now ICE Futures U.S. It defies all logic that such an exchange can be called 
“foreign” based on the name given to its subsidiary (ICE Futures Europe) and maintaining a 
London office that could as easily be operated out of the U.S. 

The same is also true of the Dubai Mercantile Exchange. Its principal partner is the New 
York Mercantile Exchange (NYMEX), a U.S. regulated exchange and a U.S. entity. The 


“ Johnson & Hazen, supra note 5 1 , at 984. 

See Press Release, Department of Justice, U.S. Charges 47 After Long-Term Undercover Investigation Involving 
Foreign Exchange Markets, (Nov. 19, 2003), availabie at 

httn:.7wmv.fbi.nov.''doinressrcl/Drcssrel03 /wooden! 1 t903.htm (last visited June 20, 2008). 

Written Testimony of Professor Michael Greenberger, Energy Market Manipulation and Federal Enforcement 
Regimes: Hearing Before the United States Senate Committee on Commerce, Science, and Transportation , 12 
(2008), available at http;/'/digitalcommoiis.law.uniarvland-edu'cgi-/vievvcontent.cgi?article=T026&coDtext=cong test 
(last visited June 20, 2008). 

® U.S. Commodity Futures Trading Commission, Foreign Boards of Trade Receiving Staff No Action Letters 
Permitting Direct Access from the U.S., available at 

hltp://services.cflc.gov/sirt'sirl.a.sDx?ToDic=ForeignTemiinalRelief (last visited June 20, 2008). 

™Food Conservation and Energy Act of 2008, Pub. L. No. 1 10-246, § 13201; 122 Stat. 1651 (2008); Jessica Matron, 
House and Senate Lawmakers Move to Close 'Enron Loophole' with Amendment to Farm Bill, PLATTS GLOBAL 
Power Report, (May 1 , 2008) (stating that the “initial target of the [the Farm’s Bill End the Enron Loophole 
Provision] is ICE’s financially settled Henry Hub swap contract’’). 
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President of NYMEX sits on DME’s board. DME has authority to trade the U.S. delivered WTI 
contract on trading terminals in the U.S. Under these circumstances, DME is clearly a U.S. 
exchange 

The absurdity of the abuse of the FBOT staff no action process is highlighted by recent 
reports concerning NYMEX. It is widely reported that NYMEX, a U.S. regulated exchange 
headquartered in the U.S., wants to establish a London futures trading platform that will apply 
for FSA approval to operate under the United Kingdom’s regulatory regime and then apply for 
an FBOT staff no action letter to allow trading within the U.S. on its NYMEX London platform. 
Doubtless WTI will be traded on that platform and NYMEX will then have converted itself from 
a U.S. entity into a British entity with principal regulation in the hands of the United Kingdom. 

And, why should NYMEX not do this? It is following precisely the ICE template. 
However, the proposal defies all good sense, and, even worse, it will add darkness to the trading 
markets that affect the price of crude oil, gasoline, and heating oil within the U.S. 

Under the ICE, DME and London/NYMEX scenarios, each of these exchanges are 
clearly U.S. exchanges and their trading terminals should be regulated as U.S. regulated contract 
markets. Moreover, as U.S. contract markets, they and the traders on those exchanges (no matter 
whether they trade in the U.S. or abroad) are fully subject to both CFTC civil jurisdiction and 
United States federal criminal statutes.^’ For example, in Tamari v. Bache^^ the Seventh Circuit 
held there was federal jurisdiction to enforce the Commodity Exchange Act, even though the 
trader and the trader’s broker accused of fraud were both situated in Lebanon,’^ by stating: “that 
Congress intended to proscribe fraudulent conduct associated with any commodity future 
transactions executed on a domestic exchange, regardless of the location of the agents that 
facilitate the trading” and thus there was jurisdiction.’'' 

The CFTC Has Consistently Viewed Foreign Exchanges Trading on U.S. Terminals 
Subject to Full U.S. Regulation 

It has been shown above, that as a legal matter there is no bar either within the CEA as 
now drafted nor within the case law that prevents the CFTC from gaining full regulatory control, 
not only over any futures trading done in the U.S., but fritures trading done anywhere in the 
world that significantly and adversely impacts U.S. markets. Even if one were to assume that 
ICE, for example, is truly a foreign board of trade. Section 4 (b) only bars regulation of trading 
done by foreign citizens in foreign countries trading foreign commodities on foreign exchanges 
when such trading does not cause substantial dysfunctions to U.S. markets. Below it is shown 
that this well established law has governed the FBOT staff no action process since its inception. 

The staff no action process initiated in 1 999 was not developed under a view that, 
pursuant to Section 4 (b), the CFTC could not regulate foreign exchanges who wished to put 
trading terminals in the U.S. To the contrary, the history is clear that those foreign exchanges 


” Johnson & Hazen, supra note 51, at 986 (citing In the Matter of Ralli Brothers Bankers, [1986-1987 Transfer 
Binder] Comm. Fnt. L. Rep. (CCH) H 23, 314 (1986)). 

730 F.2d 1103 (7th Cir. 1984). 

” Mat 1 104-05. 

“ Id. at 1 108; JOHNSON & Hazen, supra note 51, at 987. 
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themselves recognized that, in the absence of an exemption under Section 4 (c) of the CEA,’^ 
they would have to fully register as a U.S. contract market. As their plain language made clear 
when they were first issued in 1 999, the FBOT no action letters originated from a rulemaking 
proceeding that, by its very terms, indicated that permission to put terminals in the U.S. derived 
from Section 4 (c)’s exemption from full regulation and not from Section 4 (b)’s absolute bar 
against foreign regulation. ™ It must be remembered that Section 4 (b) does not countenance 
exceptions to its general restriction. The no action letters include a myriad of regulatory 
conditions on the foreign boards of trade that are completely inconsistent with the absolute bar 
within Section 4 (b).^’ 

If there were any doubt about the above analysis, it was belied by the actions of the 
CFTC on June 1 7, 2008, when it added four new conditions to the existing ICE Futures Europe 
no action letter.’* While these additional conditions have only been applied to ICE, Acting 
Chairman Lukken’s related comments show that the CFTC has the authority to incorporate them 
in the now outstanding 14 other FBOT staff no action letters affecting every foreign board of 
trade with U.S. terminals, as well as any FBOT that seeks an exemption in the future.™ If Section 


Written Testimony of Professor Michael Greenberger, Energy Speculation: Is Greater Regulation Necessary to 
Stop Price Manipulation?: Hearing Before the H. Subcomm. On Oversight and Investigations, 14-15 (2007), 
available at httD:/.Migitalcommons.]a\v.umarvland.edu.’Ciri/viewcontent.cgi?article-i 0 1 l&context=con£ test (last 
visited Jxine 20, 2008). 

See LTFFE Administration & Management, CFTC No-Action Letter, 1999 CFTC Ltr. LEXIS 38, 4-5 (July 23, 
1999); Access to Automated Boards of Trade (proposed rules), 64 Fed. Reg. 14,159, 14,174 (Mar. 24, 1999). 

As the proposed rules explained, 

Section 4(c) of the Act provides the Commission with authority ”by rule, regulation, or order" to exempt 
"any agreement, contract or transaction" fix>m the requirements of Section 4(a) of the act if the Commission 
determines that the exemption would be consistent with the public interest, that the contracts would be 
entered into solely by appropriate persons and that the exemption would not have a material adverse effect 
on the ability of the Commission or any contract market to discharge its regulatory or self-regulatory duties 
under the Act. Id. (internal citations omitted). 

” Among the conditions present in all of the no action letters are the following: the exchange will satisfy the 
appropriate designation in its home jurisdiction, the exchange must work to ensure fair markets that prohibit fraud 
and other abuses by providing adequate supervision, continued adherence to IOSCO Principles for Oversight of 
Screen-Based Trading Systems for Derivative Products, members and guaranteed customers will only receive direct 
access if a clearing member guarantees and assumes all financial liability, there are sufficient safeguards to prevent 
unauthorized access or trading, at the Commission’s request recipients will provide market information including 
access to books and records, and will submit all contracts to be made available through the no-action process, the 
volume of said trades and a list of names and addresses of all those using these exchanges. See. e.g., LIFFE 
Administration and Management, CFTC No-Action Letter, 1999 CFTC Ltr. LEXIS 38, 65-72 (July 23, 1999); IPE, 
CFTC No-Action Letter, 1999 CFTC Ltr. LEXIS 152, 58-66 (Nov. 12, 1999); Dubai Mercantile Exchange Ltd., 
CFTC No-Action Letter, 2007 CFTC Ltr. LEXIS 6, 87-96 (May 24, 2007). 

Amendment to No-Action Letter Issued to the International Petroleum Exchange of London (now ICE Futures 
Europe), CFTC No-Action Letter, (June 17, 2008), available at 

http:.(/wwwv.cfrc.uov. stcllent/urQups.'Dublic/Tadrlcttcrgeneral. documcnts'ietter 08-09.pdf (last visited June 20, 2008); 
Press Release, CFTC, CFTC Conditions Foreign Access on Adoption of Position Limits on London Crude Oil 
Contract (June 1 7, 2008) available at http: 7www.cftc.gov/ncwsroom'gencralpre.ssrclea,ses/2008/pr55 11 -08.html 
(last visited June 20, 2008), 

Press Release, CFTC, CFTC Conditions Foreign Access on Adoption of Position Limits on London Crude Oil 
Contract (June 1 7, 2008) available at http://\vwvv.cftc.gov/ncwsroom/generaiprcssrclcases/2008/pr55 1 1 -08.html 
(last visited June 19, 2008). As Acting Chairman Lukken stated, 

These new conditions for foreign access will provide the CFTC with additional oversight tools to monitor 
linked contracts. This powerful combination of enhanced trading data and additional market controls will 
help the CFTC in its surveillance of regulated domestic exchanges, while preserving the important benefits 
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4 (b)’s absolute prohibition were applicable to FBOTs with U.S. terminals, as some have argued 
as a predicate to limited legislative or administrative action in this area, how could the CFTC add 
these new conditions to the outstanding no action letters? Those new conditions, inter alia, 
require large trader reporting and the imposition of speculation limits.*” The failure of the 
FBOTs to comply could result in the revocation of the no action letters, thereby requiring each 
FBOT to register as a fully regulated U.S. contract market.*' 

Those who would attempt to limit Congressional and regulatory controls on ICE, DME, 
and NYMEX/London have also found comfort in a November 2006 policy statement issued by 
the CFTC on the FBOT no action letter process.*^ Much is made that Section 4 (b) is cited and 
quoted therein. Whatever the purpose of that reference, the assertion that 4 (b) presents an 
absolute bar is belied by the following within that policy statement: 

[i]n the absence of no-action relief, a board of trade, exchange or market that permits 
direct access by U.S. persons might he subject to Commission action for violation of, 
among other provisions, section 4(a) of the CEA, if it were not found to qualify for the 
exclusion from the DCM designation or DTEF registration requirement.® 

In short, the failure to gain no action relief would mean that, in the absence of registration as a 
fully regulated contract market, the FBOT would have to remove its U.S. terminals. As the 
CFTC expressly stated in its June 17, 2008 letter to ICE imposing the new conditions on its no 
action status, if ICE satisfies the four new conditions, the CFTC “will not recommend that the 
Commission institute enforcement action against [ICE] based upon [ICE’s] failure to seek 
contract market designation or registration as a DTEF under Sections 5 and 5a of the Act”. 

Again, the action of the CFTC adding further conditions to the ICE no action letter, 
including large trader reporting and speculation limits, upon pain of an enforcement proceeding 
based on the failure to register as a U.S. regulated contract market, clearly demonstrates that the 
CFTC meant what it said in the above quoted reference from its 2006 policy statement, it has 
broad powers to require a “foreign” exchange to fully register in the U.S. or terminate its 
presence in this country.*'* Section 4 (b) provides no impediment to those powers. 


of our international recognition program that has enabled proper global oversight during the last decade. 
This raises the bar for all future foreign access requests and will ensure uniform oversight of linked 
contracts. Id. 

Amendment to No- Action Letter Issued to the International Petroleum Exchange of London (now ICE Futures 
Europe), CFTC No-Action Letter, (June 17, 2008) available at 

http:,//w^w.cftc.aov.^slcHcnt-'groiins/nublic/ia)irlcUergcncral/documcnts. lcUer. 08-Q9.ndf (last visited June 20, 2008). 
See supra notes 77-79 and accompanying text. 

Boards of Trade Located Outside of the United States and No-Action Relief from the Requirement to Become a 
Designated Contract Market or Derivatives Transaction Execution Facility, 71 Fed. Reg. 64,443 (Nov. 2, 2006). 

/t/. at 64,445 n.23. 

Amendment to No-Action Letter Issued to the International Petroleum Exchange of London (now ICE Futures 
Europe), CFTC No-Action Letter, (June 17, 2008) available at 

httD://wuw.cftc.go\7steilent/urouns/pi}blic. w.lrlettcrgcneral/documcnts4cUcr/08-09.pdf (last visited June 20, 2008). 
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Efforts Designed to Oversee and Improve the Foreign Regulation of U.S. Delivered Futures 
on U.S. Terminals May Not Effectively Close the “London/Dubai” Loophole 

On June 12, 2008, S. 3130, the “Increasing Transparency and Accountability in Oil 
Prices Act of 2008” was introduced.*^ S. 3 1 30 ratchets up the CFTC’s oversight of foreign 
boards of trade energy futures contracts on U.S. trading terminals (“FBOT s”), but leaves primary 
and direct enforcement and oversight in the hands of the foreign regulator, e.g., the U.K.’s 
Financial Services Authority (FSA) in the case of ICE.** 

It is my understanding that S. 3 1 30’s deference to the primacy of foreign regulators to 
oversee U.S. terminals operated by FBOTs in the U.S. emanates from a concern that section 4 
(b) of the Act bars U.S. regulation of even those FBOTs in the U.S.*’ As has been shown 
above,** section 4 (b), whatever it means, is an absolute bar to regulation.*’ Because S. 3 1 30 
increases the existing CFTC regulation of FBOTs, it would mn afoul of the absolute bar in 
Section 4 (b) if that provision did apply to U.S. trading terminals. However, as shown above,” 
section 4 (b)’s bar only applies to foreign trades on foreign exchanges of foreign commodities 
not having a significant impact on U.S. markets. Therefore, policy concerns about section 4 (b) 
should not govern the regulation of FBOT terminals in the U.S., especially when those terminals 
trade U.S. delivered futures contracts; and even more especially when the FBOTs institutional 
ties are so closely affiliated with the U.S. and U.S. institutions that the FBOT loses all claim to 
foreign status. 

S. 3130 is a major improvement of what had been the CFTC’s oversight of FBOTs’ U.S. 
terminals. However, perhaps because of concerns about the impact of Section 4 (b), this 
legislation is not as comprehensive, for example, as the 2008 PUMP Act discussed above.” 

S. 3 1 30 affords the CFTC the authority to enforce the prohibitions of section 9 of the Act, 
concerning criminal penalties, including anti-manipulation prohibitions therein, and “to limit, 
reduce, or liquidate any position” on the FBOT in aid of preventing, inter alia, manipulation and 
excessive speculation enforcement.” Imposition of restrictions on the FBOT, however, must be 
preceded by consultation with the FBOTs foreign regulator.” 


S. 3 1 30, 1 1 0”* Cong. (2008), available at http://firwebgate.access.gpo.gov/cgi- 
bin/getdoc.cgi?dbname=l 1 0_cong_biUs&docid=f:s3 1 30is.tKt.pdf. 

S. 3130’s other provisions would increase CFTC enforcement staff; make the Inspector General of the CFTC 
independent of the CFTC Chairman; and have the Comptroller General complete a study within 120 days of the 
international practices for regulating energy commodity markets. See id. at §§ 3-5. The legislation also calls upon 
the CFTC to collect data on index traders and swaps dealers activities in the energy markets to insure. See id. at § 8. 
The data collection is designed to reexamine hedging exemptions granted to swaps dealers in these markets so as to 
free them from speculation limits. Unlike the 2008 PUMP Act, S. 3130 does not afford the CFTC direct jurisdiction 
regarding over-the-counter swaps trading and index funds, which arc now excluded from regulation by the 
Commodity Futures Modernization Act of 2000. See supra notes 16-21 and accompanying text. 

See supra notes 50-51 and accompanying text. 

See supra notes 52-69 and accompanying text. 

See supra notes 52-69 and accompanying text. 

^ See supra note 5 1 and accompanying text. 

See supra notes 25-44 and accompanying text. 

3130at§7. 

^3 c,:,^ ; J 
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The CFTC “may apply such recordkeeping requirements [to the FBOT] as the 
Commission determines are necessary, and before the CFTC exempts an FBOT from full U.S, 
contract market regulatory requirements, it must ensure that the FBOT operating the U.S. 
terminals “appl[y] comparable principles” to those of the CFTC for “daily publication of trading 
information and position limits or accountability levels for speculators” and provides to the 
CFTC “the information that the [CFTC] determines necessary to publish a Commitment of 
Traders report” for U.S regulated contract markets.®* 

S. 3 1 30 requires the CFTC to conduct a review of FBOT no action status for existing 
FBOTs between the first anniversary of the passage of S. 3 130 and one and one half years 
thereafter to ensure FBOT compliance with the new statutory requirements imposed by this 
legislation.®* This provision creates an ambiguity that may lead to the conclusion that the 
requirements of S. 3130 would not be enforced until this review takes place beginning one year 
after enactment. 

In sum, S. 3 130 requires the CFTC to ensure that FBOTs develop large trading reporting 
and speculation limits, and that they collect such other data as the CFTC deems necessary. The 
CFTC can bring enforcement actions for, inter alia, manipulation after consulting with the 
foreign regulator. 

For all other purposes, S. 3 130 leaves in place the foreign regulator as having direct 
oversight and enforcement responsibility for the supervision of the FBOTs’ terminals within the 
U.S. for those many matters that fall short of manipulation, e.g., insuring that the foreign 
exchange has an aggressive surveillance intrastructure.®’ Therefore, as will be shown below, 
critically important aspects of U.S. contract market regulation, especially the power to intervene 
directly in markets when emergencies exist so as to, e.g., adjust margins and position limits,®* 
will not be applied to the FBOT U.S. terminals trading U.S. delivered energy futures contracts. 

In any event, recent actions taken by the CFTC to increase regulation of ICE put the 
requirements of S. 3130 in a new context. 

CFTC’s New Regulatory Requirements for Foreign Boards of Trade with U.S. Terminals 

For at least two years prior to May 20, 2008, the CFTC had repeatedly assured Congress 
and market participants that the dramatic rise in crude oil, natural gas, gasoline, heating oil, and 
agricultural products is caused exclusively by supply/demand market fundamentals.®® The CFTC 
had based its conclusions on its “exhaustive” research of all relevant market data.'°° 


^Ud. 

” Id at §6. 

’‘H. at§ll. 

” 7 U.S.C. §§ 7(d)(2), (4); 7 U.S.C. §§ 7a(d)(2), (4). 

See infra notes ] 18-128 and accompanying text 

” Walt Lukken, Acting Chairman, CFTC, Prepared Remarks: Compliance and Enforcement in Energy Markets-- 
The CFTC Perspective (Jan. 18, 2008), available at 

littp://wvvw.cftc.gov,/ste!lent/group.s/Diiblic.-[a2:newsroom/‘documents/spccchandtestinionv.''oDa}ukken-34.Ddf (last 
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Indeed, as recently as May 20, 2008, before the full Senate Homeland Security and 
Government Affairs Committee, the CFTC’s Mr. Harris, testified: “[A]ll the data modeling and 
analysis we have done to date indicates there is little economic evidence to demonstrate that 
prices are being systematically driven by speculators in these [agriculture and energy] markets.... 
[0]ur comprehensive analysis of the actwa/ position data of these traders fails to support [the] 
contention” that there is excessive speculation or manipulation.*^’ Rather, he said “prices are 
being driven by powerful economic fundamental forces and the laws of supply demand.”*'*^ 

In a rather dramatic about face, the CFTC suddenly announced on May 29, 2008 (or just 
nine days after Mr. Harris testimony) that that agency is in the midst of an investigation into the 
crude oil energy markets*”^ and it will now begin to collect substantial amounts of new data to 
determine what is undergirding high oil prices.*^ This reversal in course is almost certainly the 
product of intense pressure placed on the CFTC by Congress to ensure that excessive speculative 
activity and perhaps even manipulation is not being conducted on the principal market over 


visited June 21, 2008) (quoting Mr. Walter Lukken "While speculators play a integral role in the futures markets, 
the report concludes that speculative buying, as a whole, does not appear to drive up price"); Tina Seeley, Energy 
Market Not Manipulated, U.S. Regulator Says (Update!), Bl00MBERG.COM (May 7, 2008), available at 
htt p://\vvvvv.bio Q mbcrg.coni/apps/n ew s?pid=20601072&sid=aX0iaEd%OMU&rcfer=energ\' (last visited June 21 , 
2008) (quoting Mr. Waiter Lukken, "We have not seen that speculators are a major factor in driving these prices"); 
Ian Talley & Stephen Power, Regulator Faults Energy-Futures Proposal, WALL ST. J. (May 8, 2008) (stating that 
Mr. Walter Lukken commented that his agency hadn't seen evidence indicating that speculators are "a major factor" 
in driving up oil prices); Oral Testimony of Walter L. Lukken, Commissioner, CFTC, Before the Committee on 
Agriculture, U.S. House of Representatives, (April 27, 2006) (quoting Mr. Walter Lukken "[B]ased on our 
surveillance efforts to date, we believe that crude oil and gasoline futures markets have been accurately reflecting 
the underlying fundamentals of these markets"); Sharon Brown-Hniska, Chairman, CFTC, Address before the 
International Monetary Fund: Futures Markets in the Energy Sector (Jun. 1 5, 2006), available aX 
http:/7wvn,v.cftc.eov. newsroom/speechesrestimonv onabrovvnhruska-46,html (last visited Jun. 21, 2008) (stating "To 
date, the staff findings have shown that these large speculators as a group tend to inject liquidity into the markets 
rather than having an undue impact on price movements"); Sharon Brown-Hruska, Chairman, CFTC, Keynote 
Address at the Managed Funds Association Annual Forum (Jun. 25, 2005), available at 

httD:/■^v'^^^w.cftc■gov dna^''sneeches05^^ab^o\v•^halska34.htm (last visited June 2 1 , 2008) (stating the CFTC's study 
of the role of managed funds in our markets, "[C]ontradicts with force the anecdotal observations and conventional 
wisdom regarding hedge funds and speculators, in general.”). 

See, e.g., supra note 99 and accompanying text. 

Written Testimony of Jeffrey Harris, Chief Economist, CFTC, Before the Senate Committee on Homeland 
Security and Governmental Affairs, United States Senate 20 (2008), available at 

hltp://wvvw.cftc.gov7slcllcnt/groups/piiblicA^,ncwstQonx'documcnts/spcechandtestin'iQnv/ocaicfTharristestimonv0520 
U8.pdf (last visited June 2 1 , 2008). 

Id.; see, e.g., Richard Hill, Lieberman Says He Will Consider Legislation to Address Commodity Prices, 40 
Bureau OF Nat’l. AFF. 21 (May 26, 2008) (emphasis added), avai/aft/e or 

http://corplawcenter.bna.coni/pic2 'clb.nsf/id BN.AP-7EVTD(j?OpcnDQcui'nent (last visited June 21, 2008). 

103 Commissioner Bsul Chilton has acknowledged that the public announcement within the May 29 release 
raises the specter that “some people [will] head for the paper shredder [.]” Tina Seeley, CFTC Targets Shipping, 
Storage in Oil Investigation (Update!), BloOMBERG.COM (May 30, 2008), available at 

http://\vw\v.bloombcrg.coni/apps.-ncws‘?pid=2060108?&sid=aG2RMmD b9MA&rcfci^homc (last visited June 21, 
2008). 

Press Release, U.S. Commodity Futures Trading Commission, CFTC Announces Multiple Energy Market 
Initiatives (May 29, 2008), available at htm://'wv.'w.cftc.t;ov/newsroom/gcncra!pressreleases/2008/pr5503-08.h{m{ 
(last visited June 21, 2008). 
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which the CFTC has declined primary responsibility, i.e., trading done on ICE and on ICE’s U.S. 
terminals.'®’ 

As crude oil and gas prices continued to spike even after the CFTC’s May 29, 2008, 
announcement, the pressure on the CFTC did not let up.'°® Thus, hy June 17, 2008, the CFTC 
once again ratcheted up pressure on ICE. 

In a dramatic June 17, 2008 letter to ICE, the CFTC Director of Market Oversight 
referenced the fact that ICE had moved its trading platform from London “to the ICE Platform 
operated by [ICE] in Atlanta, Georgia,” and that that U.S. platform was now trading three U.S. 
delivered energy futures products (WTI, heating oil, and gasoline) “each of which is cash-settled 
on the price of physically-settled contracts traded on NYMEX.”'®’ Most importantly, the June 
1 7 letter to ICE then stated: 

A foreign hoard of trade listing for trading a contract which settles on the price of a 
contract traded on a CFTC-regulated exchange raises very serious concerns for the 
Commission. ... In the absence of preventive measures at [ICE], this circumstance could 
compromise the [CFTC’s] ability to carry out its market surveillance responsibilities, as 
well as the integrity of prices established on CFTC-regulated exchanges. . .[T]he division 
retains the authority to condition further, modify, suspend, terminate, or otherwise restrict 
the terms of the no-action relief provided herein, in its discretion.*®* 

In order to address the CFTC’s “very serious concerns” that it had “compromise[d] [its 
own] ability to carry out its market surveillance responsibilities, as well as the integrity of the 
prices established” thereon, the letter then outlined four new conditions that it imposed upon 
ICE: “position limits or position accountability levels (including related hedge exemption 
provisions) as adopted by” U.S. regulated contract markets; quarterly reports of any member 


See Letter from Twenty-Two Senators to Walter Lukken, Acting Chairman, CFTC (May 23, 2008), available at 
htto://cantweil. senate. t20v/news/record.cfm?id-298325 (last visited June 21, 2008) (insisting that CFTC require ICE 
to demonstrate why it should not be subject to the same regulation as other U.S. -based exchanges and warning, 
“[ajbsent expeditious Commission action, Congress may need to step in to protect consumers and ensure that all 
markets trading U.S, delivered energy futures are transparent and free of fraud, manipulation, and excessive 
speculation”); Letter from Senator Jeff Bingaman to Walter Lukken, Acting Chairman, CFTC (May 27, 2008), 
available at 

httn:,Veneri 2 v..senatc. uov.’oublic index. cfnVJFuscAction-PrcssRcleases.Detail&PressRelease id-0fdd0eb4^bld- 
49fO-a3a2-f89fd()e4bld3&MQntfr-o&Year--2Q08&Paitv=^0 (last visited June 21, 2008) (expressing concern that that 
“the Commission’s assertions to date — discounting the potential role of speculation in driving up oil prices -- have 
been based on a glaringly incomplete data set” and demanding an explanation of many CFTC activities); Energery 
Speculation: Is Greater Regulation Necessary to Stop Price Manipulation? : Hearing Before the House Subcomm. 
on Oversight & Investigations, 1 10th Cong. (2007) (statement of Rep. Joe Barton, Member, House Subcomm. on 
Investigations) (informing Walter Lukken, Acting Chairman, CFTC, that Congressed had empowered FERC to 
provide additional regulation in some energy markets because they were displeased with the CFTC’s efforts). 

See supra notes 45-49 and accompanying text; Press Release, Senator Cantwell, Senators Cantwell and Snowe 
Demand Intercontinental Exchange Reveal Names Behind Record Oil Prices (June 12, 2008), available at 
http:.7cantwcll. senate. gov/ncws.Tccord.cfm?id=^299072 (last visited June 22, 2008) (demanding that Acting CFTC 
Chairman Lukken receive information directly from ICE pursuant to its no action letter). 

Amendment to No-Action Letter Issued to the International Petroleum Exchange of London (now ICE Futures 
Europe), CFTC No- Action Letter 2 (June 17, 2008), available at 

httD:.'./wwtv.cftc.gov..'5tellenLgruups;'BublicTd::lrletlcrt;cncraI'documcnts.'lener,'08-09.Ddf (last visited June 20, 2008). 
™ Id. 
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exceeding those levels and limits; publication of daily trading information comparable to that 
required of U.S. contract markets; daily reporting of “large trader positions” as provided by U.S. 
regulated markets.'**** 

ICE was given 120 days to come into compliance with the new CFTC conditions."** The 
CFTC acknowledged that the new ICE rules would have to be approved by the FSA.'" The June 
1 7 letter to ICE concludes by stating that only if ICE complies with the conditions outlined 
therein can ICE be assured that the CFTC will “not recommend that the Commission institute 
enforcement action against [ICE] or its members” based on ICE’s failure to register as a U.S. 
regulated contract market."^ 

On June 17, 2008, the day that that letter to ICE was released, CFTC Acting Chairman 
Lukken is reported to have told the Senate oversight committee: "The CFTC will also require 
other foreign exchanges that seek such direct access to provide the CFTC with comparable large 
trader reports and to impose comparable position and accountability limits for any products 
linked with US regulated futures contracts[.]" 

Much of what the CFTC has done implements the data collection requirements required 
of FBOTs by S. 3130. Indeed, the CFTC’s threat of enforcement authority against ICE in its 
June 1 7, 2008 letter, while limited for these purposes to failing to register as a U.S. regulated 
contract market, would seem to make it clear that that agency could enforce all civil and criminal 
penalties asserted throughout the CEA against ICE and its members if appropriate, thereby 
possibly even exceeding the grant of section 9 enforcement powers afforded the CFTC with 
regard to FBOTs in S. 3130. 

As will be shown below, however, Congress would be well advised to use the full force 
of its powers to bring ICE and similar “foreign” exchanges with trading terminals in the U.S. 
under complete U.S. regulatory control. 

The CFTC’s New Regulatory Approach for FBOT U.S. Terminal Trading Falls 
Short of What Is Needed to Drive Excessive Speculation from U.S. Energy Futures 

Markets 

With regard to the CFTC’s June 1 7, 2008 actions towards ICE, there is much to be 
skeptical about. No sooner was the ink dry on the CFTC letter to ICE than the CFTC 
enforcement director, who is well into the seventh month of an investigation on this matter and 
has yet not collected much needed data, publicly proclaimed at a gathering of foreign traders in 
Stockholm, “we have no evidence that speculators in ICE WTI contracts are manipulating 
markets.”"’' Substantial bipartisan concern was expressed to Acting Chairman Lukken, on the 
day the letter was sent to ICE calling for more information, that he and the agency were at least 


“/d.at3. 

™Id. 

"'Id. 

"-Id. 

Nick Snow, VS CFTC Unveils New Foreign Market Data Pact, On, & Gas J., (June 1 8, 2008), available at 
httD:/AvMw.man.search.cQm/ncw.s/dt.snlav.html?id-O32086 (last visited June 2 1 , 2008). 

John Rega & Matthew Leising, Regulator Says No Evidence Speculators Manipulating Oil Futures, BLOOMBERG 
(June 18, 2008). 
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giving the appearance of pre-judging the outcome of the investigation by expressing doubts 
about its merits.”* The skepticism about the bona fides of the investigation is understandable 
given the agency’s stance up to May 20 that a comprehensive review of the evidence had already 
been completed and had demonstrated that the oil futures market was being driven exclusively 
by supply/demand fundamentals. 

Second, there appears to be a lack of urgency in the CFTC’s actions. The terms of the 
ICE no action letter granting U.S. terminal presence with UK regulation expressly provides that 
the CFTC may obtain trading data directly from ICE.”* Yet, the June 17, 2008 letter affords ICE 
120 days to provide trader data and then it only appears to call for prospective information, i.e. 
no data will be afforded of the skyrocketing escalation of this last year. The gasoline crisis today 
has reached emergency proportions for both American industry and the American public; 1 20 
days is a virtual lifetime in this turbulent economic environment.'” 

It would therefore seem that legislation must be passed to assure rapid oversight of ICE 
and any other FBOT trading U.S. delivered energy futures products on U.S. terminals. The 
question then arises; should the U.S. continue to regulate FBOT trading of U.S. delivered energy 
products on U.S. terminals principally through foreign regulators while requiring more 
aggressive CFTC oversight of that process as is true of S. 3130? Or, should trading of U.S. 
delivered energy products on U.S. terminals be deemed a sufficient nexus to the U.S. to require 
direct U.S. supervision as is directly required by the 2008 PUMP Act? 

The Lack of Emergency Authority to Intervene in Market Distortions . The most 
substantial risk in following the CFTC policy of leaving ICE and other similarly situated 
“foreign” exchanges under the principal supervision of foreign regulators at the same time those 
exchanges have U.S. terminals trading critically important U.S. delivered energy products is that 


Steve Hargreaves, Congress Takes Aim at Oil Speculators, CNN M0NEY.COM, (June 17, 2008), available at 
httn:.Vmonev.cnn.coin/200S 06. i 7/ne\vs.'economv. oil trading/index. htm?.scction-monev tOD.stone.s (last visited June 
21,2008). 

Written Testimony of Professor Michael Greenberger, Lessons from Enron: An Oversight Hearing on Gas Prices 
and Energy Trading: Hearing Before the United Stales Senate Policy Committee (2006), available at 
httn:.7digitalconimon.s.la\v.umarvland.cdu/cgi/vic\vcontcnt.CBi?articie-lU17ckcontexl-cont; test (last visited June 
21, 2008) (explaining that ICE’S no action letter provides that the CFTC can. “obtain directly from ICE on a 
regular basis trading data pertaining to the oil markets”); IPE, CFTC No-Action Letter, 1 999 CFTC Ltr. LEXIS 1 52, 
64 n.64 (Nov. 12, 1999) (stating that “IPE will provide directly to the Commission information necessary to evaluate 
the continued eligibility of IPE or its members for the relief, to enforce compliance with the terms and conditions of 
that relief, or to enable the Commission to carry out its duties under the CEA and Commission regulations.”). 

Written Testimony of James C. May, President of the Air Transport Association, CFTC Energy Markets Oil 
Futures Contracts Oversight: Before the Senate Committee on Agriculture. Nutrition and Forestry and the Senate 
Appropriations Subcommittee on Financial Services and Genera! Government (2008), available at 
httD://www-.airlines.org’'gQvernincnt/tcstintonv. AT.4-rTestimonv-t-t-CFTC“-Enernv“-Markets+CtKFutitre.s+Contracts 
t Qvor.siuht.htm (last visited June 21, 2008). Mr. May indicated that “this country’s airlines expect to lose in the 
range of S 1 0 billion this year - a loss equal to or greater than the worst year in this industry’s history. . . High fuel 
prices are the sole reason.” Id. He concluded, 

Congress has a choice: stay with the status quo or make the hard decisions. The status quo means 
continuing to blame high oil prices on the weak dollar and growing demand from China and India. Status 
quo means forming yet another commission or task force to study the problem and report back in six 
months. The airlines won’t be around much longer if the status quo wins the day. As I said at the beginning 
of my remarks, if Congress does not act soon, this country will not have a viable airline industry. Id. 
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the CFTC cannot exercise its broad emergency authority to intervene immediately when 
confronted with emergencies and dysfunctions on U.S. regulated contract markets. 

Described as the CEA’s “most potent tool,” section 8a (9) provides that “whenever [the 
CFTC] has reason to believe that an emergency exists,” it may take such actions “including, but 
not limited to “the setting of temporary emergency margin levels on any futures contract [and] 
the fixing of limits that may apply to a market position.”*'^ An “emergency” is defined: 

“to mean, in addition to threatened or actual market manipulations and comers, 
any act the United states or a foreign government affecting a commodity or any 
other major market disturbance which prevents the market from accurately 
reflecting the forces of supply demand for such commodity. 

It should be bom in mind that these emergency powers afford the CFTC the immediate right to 
alter on a real time basis margin requirements and speculation and position limits to deal with 
crises as they arise “which preveni[] the market from accurately reflecting the forces of supply 
demand [. f' While section 8(a) (9) affords direct Judicial review of orders after they are issued in 
a federal court of appeals, it does not by its terms require emergency orders to be preceded by 

notice and an opportunity to be heard, thereby ensuring speedy restoration of normal market 
121 

processes. 

When one reads this broad power afforded to the CFTC, one could reasonably ask why it 
has not been used on days such as Friday, June 6, 2008 when the WTl crude oil futures prices 
rose nearly $11 per barrel in a single day.*^^ That is best explained by the fact that the only real 
time market data in the hands of the CFTC on that day was on NYMEX — ^the fully regulated 
U.S. exchange with speculation limits in place; perhaps if the CFTC had meaningful ICE data on 
that day, thereby seeing the entirety of the WTI crude oil market, it might have seen a need to 
intervene under its emergency authority to impose temporary position limits and margin 
requirements to cool down what was deemed to be breathtaking volatility. 

Of course, even when it receives the ICE data within the next 120 days pursuant to its 
June 17, 2008 requirements, the CFTC will still not have the authority under the no action letter 
process to use its emergency intervention powers on ICE even though over 60% of ICE U.S. 
delivered WTI futures trading is done within our own country. Rather than exercising real time 
emergency authority, the CFTC will have to once again “negotiate” with the FSA to have that 
U.K. regulator intervene to deal with, inter alia, ICE WTI trade matching systems located in 
Chicago, Illinois. 

Moreover, relying upon the FSA to intervene on a real time basis for a “major market 
disturbance” on a U.S. delivered energy futures contract traded on U.S. terminals is as 
problematic as a matter of policy as it is as a matter of logistics. Unlike the robust emergency 
authority given by Congress to the CFTC under section 8a (9), the FSA emergency powers have 


Johnson & Hazen, supra note 51, at 121g. 

7 U.S.C. § 12a(9) (2008) (emphasis added). 

Id. (emphasis added). 

JOHNSON & Hazen, supra note 51, at 1221-22. 

See Simon Webb, OPEC hike unlikely at emergency oil talks, ReutersUK, (June 20, 2008), available at 
htln://iik.reutei'S. com article-'oilRpl.'idUKLJ 058919720080620 (last visited June 21, 2008). 
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been implemented in a quite lackluster fashion. While its governing statute affords intervention 
power*", FSA makes clear on its web site that the U.K. has translated any such authority when 
“major operational disruptions” are detected on ICE, to a “Tripartite Standing Committee” that 
would convene the “Cross Market Business Continuity Group” (CMBCG) to: 

“provide^ a forum for establishing senior-level practitioner views .... Its role 
is advisory: decisions will be for the relevant official or market authorities or 
for firms themselves either individually or collectively through the agency of 
the CMBCG. The CMBCG may also have a role in pooling information to help 
facilitate private sector decisions and workarounds to alleviate pressures on the 
system.”’ 

This U.K. guidance for sharing “views” and for “pooling information” in an “advisory” 
capacity to “help facilitate private sector” decisions in London is what the U.S. industrial 
consumers of crude oil and the U.S. gas consuming public are left to fall back upon when WTI 
crude oil skyrockets to $150 per barrel by July 4, 2008, as is predicted by Morgan Stanley, one 
of the founders of ICE.'^^ The CFTC’s June 17 imposition of new conditions on ICE do not 
convert the U.K.’s lackluster emergency responses into the vigorous emergency responses called 
for by U.S. law. 

Indeed, any effort by Congress to insist upon “comparability” on emergency powers is 
fixtile. As the Financial Times has so aptly commented on June 20, 2008, the U.K.’s futures 
regulator “operates a . . . system of ‘credible deterrence’ of wrongdoing by engaging in a 
dialogue with market participants. Since the FSA’s creation in 1997, it has brought no civil or 
criminal cases in energy markets.”'^* In stark contrast, as Acting Chairman Lukken recently 
proudly reported to Congress: “[sjince December 2002 to the present time, the [CFTC] has filed 
a total of 39 enforcement actions charging a total of 64 defendants with violations involving the 
energy markets,” having referred “35 criminal actions concerning energy market misconduct” to 
the Department of Justice.'^^ 

The contrast between FSA and CFTC enforcement activity in the energy futures markets 
under their control is quite remarkable, especially since ICE is responsible for nearly 50% of all 
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crude oil futures contracts traded worldwide and since the CFTC has not had access to 
meaningful ICE data.*’* 

The American gas consuming public’s trust in the FSA might also be shaken by the 
U.K.’s response to the June 17, 2008 CFTC announcement of the imposition of new 
transparency requirements on ICE’s use ofU.S. terminals used as a critical part of ICE’s control 
of over 30 % of the U.S. delivered WTI contract. Mr. Stuart Fraser, head of policy at the City of 
London Corporation, is reported in the Financial Times to have called the CFTC June 17 letter 
“American imperialism,” and adding for measure “if a bunch of [SJenators want to get rude 
about the FSA, that’s fine, but don’t interfere in our market.”**^^ 

Of course, the UK is wrong to think trading on U.S. terminals of the U.S. WTI contract is 
“their” market. ICE is U.S. owned, operated in Atlanta with trading terminals and engines in the 
U.S. and trading over 30% of U.S. delivered cmde oil futures market in U.S. dollar denominated 
currency. 

Flowever, one could easily see how those officials in the U.K. might mistakenly view 
WTI trading on U.S. terminals as “their” market when the CFTC and ICE continue to refer to 
this self evidently “U.S.” market as being conducted on a “foreign” exchange. If the CFTC were 
to flatly state the obvious, i.e., ICE is wholly a U.S. concern, having brought the corpus of the 
old British International Petroleum Exchange, for all intents and purposes, to the U.S., the UK 
might grasp the reality of the situation, rather than the ICE perpemated “London” myth. 

Deferring to Foreign Regulators Undercuts the Self Regulatory and Surveillance 
Requirements of U.S. Law. Next to the inability to exercise the extraordinary emergency 
powers afforded the CFTC to oversee its markets by deferring to the foreign regulators to 
supervise U.S. delivered energy futures products on U.S. trading terminals, the most serious 
problem with the CFTC’s June 17, 2008 deference to FSA is that agency’s sacrifice of the 
substantial self regulation and surveillance provided by U.S. regulated contract markets to assist 
U.S. regulators in policing futures markets. 

The “core principles” within the CEA that must be followed by an approved U.S. 
regulated contract market emphasize the importance having those markets serve as the first line 
of defense for the CFTC in detecting fraud, manipulation, excessive speculation, and other 
unlawful trading malpractices. Without aggressive self-policing of the entirety of the 
regulated U.S. futures markets, the CFTC simply cannot do its job. 


Intercontinental Exchange, Inc., Annual Report Form (lO-K) at 63 (Dec. 31, 2007) available at 
http:-i''tww.sccinfo.conv'ds Viif.tU7.htm (last visited June 22, 2008) (showing that ICE’s total crude oil futures 
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The seriousness with which U.S, regulated markets take their statutorily mandated self- 
policing and surveillance role is evidenced byNYMEX’s “standards and safeguards” concerning 
trade and market surveillance. For example, NYMEX makes clear: 

Market surveillance is required under CFTC regulations. Each day, the compliance staff 
compiles a profile of participants, identifying members and their customers holding 
reportable positions. In addition, daily surveillance is performed to ensure that Exchange 
prices reflect cash market price movements, that the futures market converges with the 
cash market at contract expiration, and that there are no price distortions and no market 
manipulation . . . .*^' 

As to trade surveillance, NYMEX provides: 

Compliance department analysts are trained to spot instances of misconduct, including 
“front running” or trading ahead of a customer; wash or accommodation trading 
(transactions creating the appearance of trading activity, but which have no real economic 
effect); prohibited cross trading (trading directly or indirectly with a customer except 
under very limited circumstances, or matching two customer orders without offering 
them competitively); prearranged trading; and non-competitive trading. 

NYMEX reports that is has @ $6.5 million budget for oversight market surveillance with 
an enforcement staff of @ 40 personnel. 

No detailed analysis of ICE’s self-regulatory and surveillance system is required. Suffice 
it to say, that for all of ICE’s worldwide markets which are accessible by the U.S. trading 
terminals, including the U.S. WTI contract, reports are that ICE employs no more than ten 
individuals on its surveillance staff, i.e., a staff that is one quarter the size of NYMEX. This staff 
monitors trading of a host of ICE contracts, including those contracts which control over 47% of 
the world crude oil futures. Of course, for those energy futures trades ICE executes under the 
Enron Loophole (because those trades do not derive from the old-IPE), such as the critical Henry 
Hub U.S. delivered natural gas futures contract, ICE, as of now, has no self-regulation or 
surveillance system. 

Moreover, leaving ICE’s paltry surveillance resources to the side, the principal regulator 
to which the CFTC is deferring to oversee directly over 30% of U.S. delivered WTI contracts, 
the U.K.’s FSA, has only “two full time supervisors,” monitoring all of the ICE contracts under 
their jurisdiction.'^'' Again, this includes 47% of world’s energy futures contracts. 

In sum, even though the CFTC has ratcheted up ICE’s regulatory obligations by adding 
large trader reporting and speculation limits to the WTI trading, it defers to the FSA for the 
remainder of the oversight of ICE. In effect, the CFTC has surrendered emergency authority to 
intervene when there are market dysfunctions to impose temporary margin requirements and 


' " NYMEX, Enforcement of Exchange Rules, available at http:/Avww.nvmex.cDm/ss main.asax?Dg=6 (last visited 
Jtme 22, 2008) (emphasis added). 
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position limits; and it has sacrificed its “eyes and ears” on these markets by depending upon 
ice’s meager self-policing and surveillance. 

In a time of economic distress for American industry and the American consumer caused 
by skyrocketing energy prices, this country cannot afford to outsource authority to the UK to 
oversee trading on 30% of our own U.S. delivered crude oil futures contracts, much of which is 
consummated on U.S. based trading terminals and all of which is trade matched in Chicago, 
Illinois. 

Finally, it bears repeating that during last summer’s subprime mortgage crisis. Northern 
Rock PLC, one of the U.K.’s largest banks, was required to borrow billions of dollars from the 
U.K.’s central bank.'^’ After news of the bailout was released to the public, thousands of 
customers wary of losing their savings stood in long lines for several days outside of Northern 
Rock’s branches to withdraw deposits.*^* With Northern Rock on the brink of collapse, the FSA 
provided over $100 billion in loans to the bank and in February 2008, the British government 
finally was required to nationalize it.’^’ In March 2008, FSA published an internal report stating 
that its regulation of Northern Rock "was not carried out to a standard that is acceptable," and 
highlighted its own failure to provide adequate supervision, oversight, and resources.'^* In 
addition to FSA’s self-criticism, in April 2008, the European Union opened a formal 
investigation into FSA’s restructuring ofNorthem Rock.'^’ 

This episode, maybe more than any other, reveals that Congress cannot afford to 
outsource oversight of trading on U.S. terminals of the most important futures contract in 
determining the price of oil, gasoline, and heating oil. As demonstrated above, Congress has 
the full authority to pass legislation placing those U.S. terminals under U.S. regulatory control. 

Threats that the U.S. reassertion of regulatory control over trading within the U.S. will 
drive trading overseas are undercut by the reality of every major futures foreign exchange having 
set up shop in the U.S.; and by the well documented law described above that even a foreign 
trader in a foreign country who illegally disrupts U.S. markets is subject to the full force and 
effect of that law. 

Finally, contrary to the assertion of the City of London Corporation, this is not a 
“British” market; it is a U.S. market principally being traded in the U.S. by a trading entity 
controlled by a U.S. corporation. The economic distress now being suffered by Americans over 
high energy products cannot be placed in the hands of foreign governments when those products 
are traded here and have such a huge impact on our economy. 

See Rock Expects £30bn Loan this Year, BBC NEWS (Nov. 7, 2007), available at 
httD:/mews.bbc.co.uk/I/hi/busincs.s/7073ss6.atm (last visited June 22, 2008). 
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Tribune (April 2, 2008), available at htli):/.Avww.ihl-Coni/aiticlc5/2008/04/02fbusmess/rock.Dhp (last visited May 
29, 2008). 
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Mr. Stupak. Thank you and thank you to each of you for your 
testimony. 

Mr. Newsome, in your testimony you said that there is no evi- 
dence that increased speculation is impacting oil prices. You cite 
NYMEX research department analysis that, quote, “noncommercial 
speculative positions in oil futures are declining relative to com- 
mercial future holdings.” From that you conclude that speculative 
interest is not causing prices to increase. But isn’t it the case that 
your analysis excludes trading of the West Texas intermediate 
crude oil, futures oil on ICE futures in Europe, which adds addi- 
tional 30 percent trading volume on top of NYMEX? 

Dr. Newsome. That’s true, Mr. Chairman, and my comments in 
the testimony reflect only the information that we see and that we 
collect on the New York Mercantile Exchange. Obviously the infor- 
mation at ICE and the over-the-counter markets is not a compo- 
nent of that. 

Mr. Stupak. So it’s also the case that comparing commercial 
versus noncommercial open interest is largely a worthless exercise, 
isn’t it? 

Dr. Newsome. No, I wouldn’t say it’s worthless. Certainly we are 
in agreement that it can be made better. I think the index funds, 
the activity, the swaps dealers is a relatively new scenario. Cer- 
tainly as soon as we became familiar with that we immediately 
supported the CFTC, further delineating that information so that 
we could see exactly what the customers were doing behind the 
swaps dealers. 

Mr. Stupak. So speculative interest is, when you look at swaps 
and when you look at the speculative positions in the commodity 
index, investments certainly are causing increase in oil prices, are 
they not? 

Dr. Newsome. No, sir, I would not agree with that. Certainly 
there are more speculators in the market. But if you look at how 
the market operates, and there are two things I would bring up, 
one is that because of the very nature that they are speculators, 
they cannot make or take delivery of the contract and they will al- 
ways trade out of that contract prior to expiration. So they’re not 
even in the market at expiration when the key pricing figure is de- 
veloped. 

Mr. Stupak. And because they never take delivery and they roll 
that contract over, every time they roll it over don’t they set a new 
floor price? 

Dr. Newsome. But by the nature of a roll, a roll by definition is 
selling the front month and then turn around and buying a back 
month. So my point is because they are speculators, if you believe 
that they have the ability to drive the price higher when they’re 
buying, why does it not drive it lower when they’re selling, which 
they have to sell every month? 

Mr. Stupak. Because every time you roll, and every time you buy 
every month or when they sell, they come in at a higher price than 
what they sold at, do they not? Especially with all the extra 
money? If you go back to the chart that Mr. Lukken had up, where 
he said it was basically fiat, you saw the price continue to increase. 
So every time you roll one of those over, there is a new floor that 
is being created. You add that large investment of money called the 
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pension funds and others who are bringing money in which is driv- 
ing up the price. 

Dr. Newsome. Again, you know by the very nature of the roll 
they have to sell. And there is no question and no one is arguing 
that prices are not going higher. It’s just the fundamental reason 
why prices are going higher, and the fact that the speculators have 
to sell each month before expiration in no way is driving the mar- 
ket lower. And therefore it’s hard for me to believe that on the flip 
that they are driving the market higher. 

Mr. Stupak. Let me ask you this. How do you define excessive 
speculation? 

Dr. Newsome. Well, I think we take steps to make sure that we 
do not have excessive speculation at NYMEX. One of the comments 
that has been thrown around today is that there are no position 
limits. We’ve absolutely hard position limits on all of our contracts 
with the New York Mercantile Exchange. Those are hard limits. 

Mr. Stupak. What are those hard limits? 

Dr. Newsome. 3,000 contracts for the last 3 trading days. 

Mr. Stupak. So what is the limit on ICE? 

Dr. Newsome. There are no limits. 

Mr. Stupak. There are none? 

Dr. Newsome. Yes, sir. 

Mr. Stupak. All right. So, and Mr. Lukken said you can have a 
limit with you and you can go and have a limit with London fu- 
tures so you don’t take the aggregate, you just take individuals, 
right? 

Dr. Newsome. And we have experienced that in our markets, 
speculators who bumped up against position limits who we re- 
quired to stop trading. 

Mr. Stupak. Then they go to ICE like Amaranth did? 

Dr. Newsome. Yes, exactly. 

Mr. Stupak. Should swap dealers trading standardized contracts 
in order to counter markets for energy which can affect prices in 
the futures market directly or indirectly be subject to disclosure re- 
quirements and oversight by the CFTC? 

Dr. Newsome. Certainly the price discovery mechanism is one 
that I think is near and dear to the marketplace and to the extent 
that an OTC contract becomes large enough and linked to a con- 
tract and therefore has an influence on price discovery, without 
question it should be regulated. 

Mr. Stupak. Would NYMEX support a requirement that such 
trades be cleared through an exchange as a way to provide trans- 
parency and ensure accountability? 

Dr. Newsome. I mean we do have a very big component of our 
business that is clearing over-the-counter trades. The way we cur- 
rently do that, we make that fully transparent to the CFTC and 
those trades become aggregated as part of our position limits as 
well. 

Mr. Stupak. OK, you’re regulated by CFTC? 

Dr. Newsome. Yes, sir. 

Mr. Stupak. We’ve been here now for about 6 hours, we’re prob- 
ably going to be here for another hour. Why wouldn’t we just apply 
all the trades that are going to ICE the same regulatory scheme 
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that NYMEX has? Would not this problem go away with excessive 
speculation that we’re alleging? Wouldn’t that be a way to do it? 

Dr. Newsome. And we have been advocating that for the last 2 
years. 

Mr. Stupak. Sir Robert Reid, would you like to comment on that? 
Why wouldn’t you just, since you’re a foreign exchange by name 
only — ^you have your offices in Atlanta, Chicago, the trades are 
here, it’s on West Texas Intermediate crude. Other than name, 
you’re a U.S. company. So why wouldn’t you just be subject to the 
same regulations as NYMEX? 

Mr. Reid. We need to correct a few things first. Eirst of all, we 
were founded in 1981 and we operate under the regulation of the 
Einancial Services Authority. 

Mr. Stupak. In London. 

Mr. Reid. And many comments have been made about the laxity 
of that. All I can say is if that is lax regulation, I never want to 
see hard regulation. 

The second thing is we have been to the CETC. I have personally 
been in Washington across, around a panel like this, being asked 
questions. All our information is available to the CETC if they 
want it. 

Now as far as limits are concerned, as I said in my introductory 
remarks, this is all about supervision and knowing your market. 
We know the positions of each of the people on our markets. And 
if they look unusual or if they look as if they’re growing and we 
don’t understand it, then we call them in and we ask the questions. 
We can ask them to reduce or we can ask them to close them down. 
This is what I would call effective management, effective super- 
vision. 

Mr. Stupak. But in all honesty, the ESA, you don’t require posi- 
tion limits, right? NYMEX has hard limits. You don’t require posi- 
tion limits? 

Mr. Reid. We set our own limits. 

Mr. Stupak. You set your own. 

Mr. Reid. Yes. We look at what people have done and if we feel 
a small player has got beyond and may not be up to the sort of lim- 
its that NYMEX is talking about, we do something about it. 

Mr. Stupak. On the Amaranth case then when NYMEX said to 
Amaranth, you’re getting too big, you can’t be here, you’re holding 
too much of the futures, they went to yours and to ICE and actu- 
ally got bigger, and then they went bankrupt to the tune of about 
eight point something billion dollars. So where was the account- 
ability? Where were the position limits there? 

Mr. Reid. I have no difficulty. If limits are wanted, limits can be 
provided. As I said to you in my opening remarks, limits must not 
be used as a crutch to avoid you doing the effective supervision of 
the market. You can’t fall asleep under the governance of limits. 
You run the market as an effective supervisor. 

Now if I can just say a little bit more. 

Mr. Stupak. Just a minute, my time is up. 

Mr. Reid. It’s quite ample, your description of ICE. ICE acquired 
the Petroleum Exchange. And they acquired it simply because the 
Petroleum Exchange would not have continued to exist if it didn’t 
have an electronic solution. ICE provided that electronic solution. 
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and that’s what made the Petroleum Exchange as successful as it 
is today. And that is the reason that it has 24 percent of the WTI 
market because NYMEX did not have an electronic system at the 
time and we were able to attract people because of the electronic 
nature of our system. I don’t see why we should be criticized and 
penalized because in fact we’re ahead of the electronic revolution. 

Mr. Stupak. No one is saying to penalize you or say you 
shouldn’t play by the same rules. Didn’t ICE buy NYBOT, New 
York Board of Trade? 

Mr. Reid. Yes. 

Mr. Stupak. So there is no U.S. company of BOT. So aren’t you 
really a U.S. company doing business in the United States with 
most of your research work done? 

Mr. Reid. Well, our board for our exchange in London got inde- 
pendent directors that are directly responsible to the ESA. It is not, 
as it were, as people describe it as a dark pawn. In fact it’s a very 
open, clear pawn. 

Mr. Stupak. Maybe your board is not, but the contracts you’re 
trading certainly affect the U.S. markets, U.S. prices, U.S. econ- 
omy, therefore why should you not be subject to the CFTC regula- 
tion like NYMEX? 

Mr. Reid. The CFTC has as much information as they want. The 
exchange of information in discussion with the CFTC is expensive. 
There’s no question that they have anything we want. I made that 
clear when I came to Washington in 2006. 

Mr. Stupak. And my time has expired. Mr. Barton for questions, 
please. 

Mr. Barton. Thank you, Mr. Chairman. I’m not used to being in 
the center. I’m used to being down there on the end. But if I’m 
going to be in the center, I want to move one more chair to the 
right. I want to start out. 

Mr. Stupak. I’ll put you on ICE. 

Mr. Barton. I want to start out by complimenting Sir Robert for 
testifying. In the 22 years that I have been on this subcommittee 
and the full committee I don’t believe we’ve had many foreign-born 
nationals testify at all. Most of them use that as a reason not to 
testify. So I want to compliment you for being here, and I can also 
tell you in the 22 years in the Oversight Subcommittee where we 
take testimony under oath, you’re the first person who ever refused 
to raise their right hand by saying you didn’t have one. 

Mr. Reid. That is because I was next to Mr. Greenberger. 

Mr. Barton. You’re doubly complimented. Now having said that, 
I want to start with Professor Greenberger. Is the ICE exchange 
that is physically based in Atlanta but is owned by the London 
agency, the London firm, is that a U.S. company or a British-based 
company? And who regulates it? 

Mr. Greenberger. Mr. Barton, it’s just the reverse of that. The 
Atlanta company owns the British office that Sir Robert comes 
under. 

Mr. Barton. I was only 180 degrees off. 

Mr. Greenberger. There is a lot of confusion here, and I think 
it should be straightened out. So it’s run and headquartered in At- 
lanta, Georgia. It was founded by Morgan, Goldman and British 
Petroleum. Now it has gone public. They still own stock in it, but 
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it has gone public. The trading engine was brought, the mecha- 
nisms were brought, as the CFTC letter just the other day made 
clear, brought from London into the United States. In January 
2006, I’m sure much to Dr. Newsome’s surprise, they suddenly an- 
nounced they are going to start selling U.S. West Texas delivered 
product. 

Mr. Barton. Before you go further, the company, the exchange 
in Atlanta, who has regulatory authority, not information-receiving 
authority, but pure regulatory authority, is it the CFTC or is it the 
British equivalent of the CFTC? 

Mr. Greenberger. The CFTC allowed the British equivalent to 
have authority over U.S. trading terminals trading our contracts. 

Mr. Barton. So in absolute bottom line, the exchange that is lo- 
cated in Atlanta selling West Texas, or trading, posting West Texas 
Intermediate, the CFTC does not have the same regulatory author- 
ity as they do over the NYMEX? 

Mr. Greenberger. They don’t. And I might just add, Mr. Barton, 
that they could if they wanted to because I drafted the template. 
They could terminate that status, and they threatened to terminate 
that status tomorrow, and this would be a U.S. -regulated exchange. 

Mr. Barton. My question to Sir Robert, if the Congress directed 
or if the CFTC so chose under their existing charter to extend di- 
rect regulatory authority to the ICE exchange under the same 
terms and conditions as they currently do to the NYMEX, would 
your position or your company’s position be to accept it or to fight 
it? 

Mr. Reid. As far as I’m concerned, when we discussed this with 
the CETC in 2006 and the ESA were present, it was agreed that 
the regulatory system and regulatory information that was re- 
quired by the CETC would be provided for by ICE 

Mr. Barton. That is all well and good, but that is not an answer 
to my question. 

Mr. Reid. As far as we’re concerned, as it stands now, the ESA 
is our regulator. We operate in the City of London. 

Mr. Barton. I understand that. But you’re not answering my 
question. 

Mr. Reid. What was your question then? 

Mr. Barton. You’re pretty good at this. I think you have testified 
before some parliamentary 

Mr. Reid. If you don’t ask some questions, you won’t get any an- 
swers. 

Mr. Barton. My question is you’re not regulated, ICE exchange 
is not regulated under U.S. statutes like NYMEX is. If we so chose 
by act of Congress or if the CETC thinks they have the authority, 
like Professor Greenberger says, and wants to extend it by regula- 
tion, by administrative act, would ICE accept it or fight it? It’s 
pretty straightforward. 

Mr. Reid. It’s not a straightforward question because it’s a mat- 
ter of international politics. 

Mr. Barton. I’m not asking about international politics 

Mr. Reid. This is a matter in which I will need to take advice. 

Mr. Barton. You’re going to fight it. I’m going to assume the de- 
fault position, if it is not yes, is no. 



288 


Mr. Reid. No. The answer is not a yes or no. The answer is the 
decision will be taken when the question is asked. 

Mr. Barton. It’s an important question because we in the United 
States Congress and those agencies which we control by statute 
can enforce any law that we put on the books. If a foreign com- 
pany, agency, individual, chooses to voluntarily cooperate with 
those rules and regulations, well and good. But if you take the posi- 
tion that you’re not subject to the regulations and choose not to vol- 
untarily comply, it’s a very complex question how we enforce that. 
And if the end result is to set up, and each of you gentlemen with 
NYMEX and ICE, you’re in business to make money. You’re in 
business to gain market share. You’re in business, you want to pro- 
vide all these great market transparency and price discovery and 
all that, but bottom line if nobody buys your contract, you go out 
of business and nobody takes your contract. So, if we do something 
that raises margins and has hard, hard rules against exemptions 
and all these things that increase transparency and try to dampen 
the pure so-called excessive speculation, whatever that is, a person 
who would tend to work on the NYMEX is going to say, aha, 
there’s another market here, we will just go over there. Now it has 
already been shown, as our subcommittee chairman has pointed 
out, in the natural gas market that happened. And the response 
was, we set our own regulation. We set our own limits based on 
a gentlemanly conversation between what we think is good for the 
client. That is not the same as a hard limit. 

Now, I may look dumb, and sometimes I actually say and do 
dumb things. But I understand competitive markets, and I under- 
stand that the reason ICE exists is to make money for whoever 
runs it and secondarily to provide competition for who dominated 
the market before, which is NYMEX. 

Now we wouldn’t be having this conversation if oil was at $15 
a barrel. You know, we’re having it because when we go home, peo- 
ple come up, if they see me gassing my car up, they say you’re Con- 
gressman Barton, which is not really, because it says U.S. House 
6 and a Barton bumper sticker on my car, what are you going to 
do about high gasoline prices? And one of the things that we can 
do is do something to dampen the speculative price impact in the 
market. So it’s very important whether your exchange — which I’m 
all for having two exchanges so that we give people a competitive 
option, but we’ve got to get you to play by the same rules. If you 
don’t play by the same rules, whichever exchange has the least 
stringent rules is going to get all the business. That is just pure 
common sense. 

So it’s important, my question. I will give you one more chance. 
You fight it or you welcome it? Or not welcome it, but accept it? 

Mr. Reid. This is my last chance, is it? 

Mr. Barton. Almost. I have one more question. Probably. I’m 
over 2 minutes. 

Mr. Reid. Well, obviously in a situation of which if you want to 
do something regarding margins or you want to do something 
about the category of people who trade on these exchanges and 
change the structure of the Exchange, then obviously the regu- 
lators on both sides of the Atlantic are going to have to discuss how 
this is going to be interpreted. I don’t think you would expect me 
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to concede now that anything that you may decide to do, for exam- 
ple, on margins that we would necessarily agree with, right? 

Mr. Barton. No, I don’t expect you to agree. 

Mr. Reid. So what I’m saying is 

Mr. Barton. It would be nice if you did, but I don’t expect you 
to. 

Mr. Reid. Let’s hear what you want to do and then we will see 
from our point of view in the U.K. What we think would be a sen- 
sible thing to do. After all this is really about a global corporation. 
The relationship between the CFTC and the FSA is extremely 
close. 

Mr. Barton. And I think it’s very fortunate that the exchange 
you’re talking about 

Mr. Reid. I’m 100 percent behind 

Mr. Barton [continuing]. Is based in London as opposed to in 
Moscow. I think that is a good thing that we have a London-based 
situation as opposed 

Mr. Reid. We’re not so happy with Moscow at the moment. 

Mr. Barton. But you have a history in your country of markets 
and regulation and the British system of trading has been around 
for 4 or 500 years. 

My last question, Mr. Chairman, is we’ve heard from all the 
other panelists what they think the speculative price is. We’ve 
heard some people say half the current price, which would be close 
to $70. What do you three gentlemen think if we did some of the 
things that we’re talking about doing, if we took Dr. Masters’ pro- 
posal, we increased margin, we set strong position limits, we lim- 
ited the ability to get exemptions, we had more price transparency, 
how much would that impact the price? In other words, what do 
you think the speculative bubble is? Dr. Newsome? 

Dr. Newsome. I think it would have very little impact. 

Mr. Barton. If you don’t change the underlying market fun- 
damentals, it’s not going to do any good? 

Mr. Newsome. Correct. 

Mr. Barton. Sir Robert? 

Mr. Reid. Can I just take a few minutes on this? 

Mr. Barton. It’s up to the chairman. 

Mr. Reid. I was in Lagos in 1974 at the time of the first OPEC 
breakthrough, and they went to auction. They went to auction, and 
the oil price was down about $12. They went to auction, and the 
highest price bid was $42. People couldn’t believe that. They multi- 
plied it by almost 4 times. The oil was never lifted, but that is 
what it was. Six years later, coming on through 1974 on to 1980 
when Khomeini actually took over power in Iran, that was a dif- 
ferent thing. What happened there was he subtracted 3 million 
barrels a day out of the supply side. That set the whole world in 
a spin. Now if you remember here, you actually rationed your air- 
planes as to how they could fly. In fact you have a situation in 
which airplanes were tankering oil out of the Caribbean and mov- 
ing it back into U.S. so as you could complete your domestic flights. 
I believe what you’re seeing now is a genuine concern that the oil 
is not going to be forthcoming irrespective of the price. 

If you take Nigeria, which I know well, if you take Nigeria, 
you’re looking at a situation in the delta and the swamps where 
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basically they cut out 230,000 barrels a day 5 days ago, they cut 
out another 200,000 barrels a day yesterday. The whole situation 
is very difficult. I think the market senses that this is a very, very 
uncertain period at this time, and I think that is where your specu- 
lation is coming from. That will change in time. 

Mr. Barton. Thank you. 

Mr. Greenberger. I agree with what was said in the first panel 
this morning and I agree with that because I was a regulator in 
these markets and I know what happens when there is no police 
on the beat. It’s just not a matter of throwing money at the thing, 
throwing billions and billions of dollars, which is the, quote, exces- 
sive speculation. If you don’t have regulators looking at these mar- 
kets with care, people engage in prearranged trades, running 
ahead. If you go to Mr. Newsome’s website he has his own market 
surveillance committee and they list all the things they look for in 
their markets. And these markets are not only free of police for 
purposes of throwing money excessively, but I’m very confident 
that if a thorough investigation were done we would find the kind 
of malpractices. 

And the final point I would say about this, if we keep pussy foot- 
ing about this, we’ve got an investigation. It will come in Sep- 
tember 15. We’ll have an interagency task force. We will negotiate 
with the United Kingdom. We don’t think there is speculation even 
before we ended the investigation. That is a signal to these traders. 
And these traders are low down, they’re the wild, wild west, which 
I’m sure being from Texas you would understand. And when they 
hear that the CFTC doesn’t think there’s speculation, they’re 
breathing a sigh of relief The way these guys will get hit is with 
a two-by-four. 

And I might add, a guy who used the two-by-four was Sam 
Graves of Missouri in December of 2005. He walked to the floor of 
the House of Representatives and added on the floor a floor amend- 
ment to the CEA Reauthorization Act. The price of natural gas was 
$14 per million BTU. It was at an all-time record high. And he said 
I want transparency and the House adopted that legislation in nat- 
ural gas. It never ultimately passed, but within 6 weeks the price 
of natural gas dropped to $9. If you threaten serious, tough busi- 
ness, you will drive this price down because right now, these trad- 
ers are acting in the dark. And it’s not just throwing money at 
problems. There are the classic manipulations that led the farmer 
to get the Commodity Exchange Act passed to begin with. The 
farmers, as Chairman Dingell said, were getting hosed by the fast 
talking guys in Chicago. I have a quote in my testimony from 1892 
of a wheat farmer in the Farm Belt saying I look out at my field 
and I don’t own it. The guys in Chicago own it because they deter- 
mine the price I sell my wheat at. 

Mr. Barton. Thank you. Thank you, Mr. Chairman, for your 
courtesy. 

Mr. Stupak. Mr. Dingell for questions. 

Mr. Dingell. Thank you, Mr. Chairman. Professor Greenberger, 
what would be the price if we were to get transparency and what 
would be the price if we were to get rid of all this speculation in 
the marketplace with regard to a barrel of crude? 
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Mr. Greenberger. I’m in agreement with the experts who were 
in the first panel that it would go down between — somewhere be- 
tween 25 and 50 percent. 

Mr. Dingell. How much? 

Mr. Greenberger. 25 and 50 percent. 

Mr. Dingell. Now you said something in your testimony earlier. 
You said that the CFTC could end excess speculation, and they 
could do it without new legislation. What would be required for 
them to bring this about? 

Mr. Greenberger. If Mr. Lukken would agree, as he has threat- 
ened to do in his most recent letter to the FSA, to terminate this 
phony foreign board of trade for a U.S. company and require — and 
I would require it within 30 days — that the London board, that the 
Intercontinental Exchange register as a designated contract mar- 
ket, that would drive the speculators because then they would be 
under speculation limits and Mr. Lukken could oversee the mar- 
gins. And in fact he could use his emergency authority. And when 
the oil price spikes $11 in one day, he can go to ICE, he can go 
to NYMEX, takes names, kick ankle, and drive those prices down. 
Right now, a lot of traders, from Goldman Sachs and Morgan Stan- 
ley on down, may very well believe that nobody is watching them. 
My experience is once they know that someone is looking over their 
shoulder, the funny business stops. 

Mr. Dingell. Appears to me maybe they’re right. I don’t think 
anybody is watching them. 

Mr. Greenberger. I worry that that is the case. And by the way, 
the swaps dealer problem, that was not a problem before the 
CFMA was passed. Let me be clear about that. There were swaps 
dealers out there, but they were operating in what they called legal 
uncertainty because the swaps dealers were trading futures con- 
tracts illegally off exchange. The CFMA made all of that legal. And 
if we just said, as Chairman Stupak has said. Congressman Van 
Hollen, DeRosa, many Members in the Senate, all energy futures 
must be traded on a regulated contract market like Mr. Newsome’s. 
Then all of this stuff, the index funds, everything, would have to 
be in a transparent market. By the way, I would add 

Mr. Dingell. How do we make them be transparent? 

Mr. Greenberger. By bringing all — by doing what Chairman 
Stupak has recommended in his bill, energy futures must be traded 
on a regulated exchange. No Goldman Sachs index funds, no for- 
eign board of trades. Everything would have to go through a trans- 
parent exchange, overseen by the CFTC, not just for position limits 
and spec limits, but for wash trades, prearranged trades, emer- 
gency authority could be used, they would self-police themselves. 
On December 19, 2000, that was the way these markets operated. 
Everybody had to be in an exchange. We freed that. We freed that. 
Now maybe people didn’t understand what they were doing at the 
time, but we now know it. 

Now when we hear that we, quote, closed the Enron loophole, as 
Mr. Lukken explained, he now has to go contract by contract to 
prove that a contract should be regulated. The old system was 
every contract was regulated, not having to prove it contract by 
contract. And then Mr. Lukken informed Congress after they 
passed the Enron loophole, by the way this doesn’t apply to crude 
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oil, because crude oil is being traded in a foreign board of trade. 
So no petroleum products are covered by the, quote, end the Enron 
loophole. 

Chairman Stupak has a very reasonable proposal that he has put 
forward that just takes us to the status quo of where we were on 
December 19, 2000. And by the way. Chairman Greenspan, Sec- 
retary Summers, Chairman Levitt of the SEC, all told Congress, 
don’t deregulate nonfinancial futures contracts. They’re too easily 
manipulated. It wasn’t unexpected that this was going to happen. 
They predicted it. 

Mr. Dingell. Mr. Professor, how do you define excessive specula- 
tion? 

Mr. Greenberger. Excessive speculation to my mind is that 
speculation which exceeds speculation limits properly set and prop- 
erly enforced. And I don’t want to belabor this point, with all re- 
spect for Dr. Newsome, and I have a great deal of respect for him, 
I don’t think the spec limits on NYMEX are adequate. 

Mr. Dingell. Where 71 percent of the oil that is moved is moved 
through contracts but not through pipelines, that would be exces- 
sive, would it not? 

Mr. Greenberger. Absolutely. And you see the figures, I forget 
what the first figure was, 2000? 

Mr. Stupak. Number 2. 

Mr. Greenberger. Look at what the figures were. It was 37 per- 
cent speculation. The rest, 63 percent, commercial. Once these mar- 
kets were deregulated it flipped to 71 percent, 29. 

Mr. Dingell. Can you identify the key loopholes in the Com- 
modity Exchange Act which you think need to be closed? 

Mr. Greenberger. Yes. The Enron loophole needs to be com- 
pletely closed. The farm bill was a good start. But it does not com- 
pletely close. It doesn’t even apply to petroleum products. Foreign 
boards of trade who come into the United States with U.S. termi- 
nals selling U.S. delivered products should register with the CFTC. 
We heard something about you can’t regulate forei^ board of 
trades. I deal with that exclusively and substantially in my testi- 
mony. You most certainly can. And Mr. Lukken threatened the ICE 
exchange if they don’t comply with his conditions, he is going to 
make them register. They should register. 

The final thing is the swaps dealer loophole. The swaps loophole, 
that is energy contracts traded off exchange. If you put — ended the 
Enron loophole, the Goldman Sachs, Morgan Stanley would have to 
Mr. Newsome’s shop and have their index funds or become an ex- 
change themselves. We freed that. We are the enemy. 

Mr. Dingell. Professor, my time is running out. I have to get to 
another question. If you please, Mr. Newsome, why — and Sir Rob- 
ert — please inform us why the two of you should be treated dif- 
ferently under the laws of different countries? Why should you not 
be treated exactly alike for your actions which are in the United 
States and which affect U.S. Markets? 

Dr. Newsome. Mr. Dingell, when, under — ICE operating under 
the no action letters listing their own contracts, giving access to 
U.S. customers, we were fine under that scenario and the fact that 
we didn’t have exacting regulatory regimes. However, when they 
started listing U.S. delivered contracts, the WTI in particular, then 
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at that point we said that is not what the no action letters were 
intended to do, and we believe there should be the same regulatory 
regime. 

Mr. Dingell. Why shouldn’t you be treated exactly the same? 

Dr. Newsome. We think you should be if you’re trading the same 
product. 

Mr. Dingell. Sir Robert, why shouldn’t you be treated exactly 
the same? 

Mr. Reid. What we have said is we will do whatever the CFTC 
wants you to do. 

Mr. Dingell. Would you do that? 

Mr. Reid. We, in fact, agreed to position limits. We have no dif- 
ficulty with that. 

Mr. Dingell. I want to make sure I heard you straight. You said 
you would do whatever the CFTC says 

Mr. Reid. Yes. They’ve asked us for more information. We’ve 
given them more information. They’ve asked us to do the position 
limits, we have done the position limits. 

What I find hard to see is what more we need to do. I’m amazed 
at this level of suspicion created by Professor Greenberger that 
thinks we operate a casino, which we don’t. 

Mr. Dingell. This is a fine answer. But it is not to the question. 
Why should you be treated any differently than NYMEX? And on 
top of that, the next question was, if CFTC told you to do some- 
thing would you do it? 

Mr. Reid. Yes. Why am I treated differently? I am treated dif- 
ferently. I’m treated twice. I’m treated by FSA and I’m treated by 
the CFTC. I get it two times. He only gets it once. 

Mr. Dingell. Professor Greenberger, why should they be treated 
differently? 

Mr. Greenberger. They shouldn’t be treated differently. It’s es- 
sentially a United States entity, but even if it wasn’t, if they have 
U.S. trading terminals trading U.S. -delivered product and they’re 
in the United States they’re subject to our jurisdiction. And by the 
way, Mr. Newsome is a very, very bright, skillful executive. He has 
articulated in his testimony well. If you’re going to let this ruse go 
on. I’m going to London, I’m opening a London exchange. I’m going 
to get certified by the FSA. Then I’m going to get a no action letter 
to put my London terminals into the United States, and I will be 
regulated by the FSA instead of the CFTC. We’ve already let Dubai 
in on those terms. 

Mr. Dingell. Out of curiosity. What would be the attitude of the 
American people if we were to find out that something was set up 
in Dubai which was going to do the same thing, or what would be 
the attitude of our people if something was to be set up in Moscow 
or in Jeddah or in Riyadh? 

Mr. Greenberger. Chairman Dingell, Dubai has already gotten 
permission to bring their terminals in the United States and to sell 
West Texas Intermediate to be regulated by the Dubai Financial 
Services Authority. That is the law under Chairman Lukken right 
now. 

Mr. Dingell. So they have already gotten permission. 

Mr. Greenberger. Yes. They haven’t started trading but they 
have permission to trade. 
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Mr. Dingell. I had heard this, and that is why I asked the ques- 
tion. 

Mr. Greenberger. So you will have to go back, such as Mr. Bar- 
ton, when you’re stopped at gas stations and when they say to you, 
hey, we have to do something about this, you can say well, I have 
every confidence. Chairman Lukken has assured me, that the 
Dubai Financial Services Authority has comparable regulation to 
us. That is laughable. You’re laughing. It is laughable. But that is 
where we are right now. 

Mr. Dingell. Occasionally I laugh when I hurt. 

Mr. Chairman, I have used more time than I’m entitled to. 
Thank you for your courtesy. 

Mr. Stupak. Thank you, Mr. Chairman. Mr. Burgess for ques- 
tions please. 

Mr. Burgess. Thank you, Mr. Chairman. Dr. Newsome, if I could 
ask you, just following up the chairman’s line of questioning, does 
the CFTC have any authority over Dubai if they see bad things 
happening on their selling look-alike West Texas Intermediate con- 
tracts? 

Dr. Newsome. The CFTC has a much larger hook into the activi- 
ties in Dubai than they currently do with ICE, primarily because 
NYMEX is one of the founding members of the Dubai Mercantile 
Exchange, the Oman contract is cleared by NYMEX in New York, 
and there is a clearing order with lots of regulatory bells and whis- 
tles tied to that. 

At the very beginning, in Dubai, we announced that if we ever 
traded the WTI contract, which we do have the no action letter to 
do so, that day one it would include full position limits, the full 
large trader reports that we have recommended that the ICE 
should submit to the CFTC as well. 

Mr. Burgess. Very well. Now, too. Chairman Dingell was asking 
the question about transparency and how does transparency affect 
prices. He asked it to Professor Greenberger. I just wondered if you 
wanted to expound on that as well. 

Dr. Newsome. We are in full support of open transparency and 
competitive markets. So while we may have some disagreement on 
what is driving the price, there is no disagreement from us that 
these markets should be made completely transparent. 

Mr. Burgess. Mr. Greenberger, you heard me questioning Chair- 
man Lukken a few moments ago. Now, he made the statement to 
me that the final language in the Commodities Future Moderniza- 
tion Act was the same as passed in this committee, as passed on 
the House floor, as appeared in the appropriations bill, December 
15 or 19, whatever that day was, in 2000. That was before I was 
born, so I don’t know. So you tell me, is the language the same? 

Mr. Greenberger. It’s the same, but it’s misleading to say that 
for this reason. The Senate bill did not have the Enron loophole as 
passed in it. The Senate bill had a much more controlling deregula- 
tion of those markets. Chairman Lugar did that. And some Mem- 
bers in the House wanted to substitute the Senate bill for the 
House bill and they couldn’t do it. But here is what happened. On 
December 15th, out of the clear blue sky, maybe the 14th it starts. 
Congress comes back in a lame-duck session to pass an 11,000-page 
omnibus appropriation bill. The Senate has a voice vote. I have 
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gone back to the Congressional Record. The bill is not laid out in 
the Congressional Record. True, it was read, but I’m very confident 
the Senate did not understand that the Senate bill did not include 
the much more restrictive version than the House bill. And why is 
that important? Because if the Senate bill legislation had passed, 
we probably would still have Enron today. They would have been 
saved from themselves. Moreover, people have said Secretary Sum- 
mers supported whatever happened on December 15th. I have gone 
to the Congressional Record. Secretary Summers’ letter appears 
not on December 15th, but on January 2nd, 2001, as something 
that was never read to the Senate on December 15th. 

Mr. Burgess. Well, if I could, and I will enter this into the 
record, I have the page from the Congressional Record, Senate 
11897, December 15, 2000, Exhibit 1, December 15, 2000, Honor- 
able Tom Harkin, Ranking Member, Committee on Agriculture, 
Nutrition, Forestry, U.S. Senate, Washington, D.C. 

“Dear Senator Harkin, the members of the President’s Working 
Group on Financial Markets strongly support the Commodities Fu- 
tures Modernization Act. This important legislation will allow the 
United States to maintains its competitive position in the over-the- 
counter derivative markets by providing legal certainty and pro- 
moting innovation, transparency and efficiency in our financial 
markets while maintaining appropriate protections for transactions 
in nonfinancial commodities and for small investors. Sincerely, 
Lawrence H. Summers, Secretary, Department of the Treasury; Ar- 
thur Levitt, Chairman, SEC; Alan Greenspan, Chairman, Board of 
Governors of the Federal Reserve; William J. Rainer, Chairman, 
Commodity Futures Trading Commission.” Again dated December 
15, 2000. I will submit that to the chairman for the record. 

[The information appears at the conclusion of the hearing.] 

Mr. Burgess. Now I will just say that was before my time and 
I don’t know really all that was involved in that, but I do think we 
don’t do ourselves any service, we don’t further the cause when we 
misquote and misrepresent things. I think we heard from Chair- 
man Lukken today that he has all the tools he needs right now to 
send the message to the excessive speculation that he could control 
it and it could stop. I for one don’t understand frankly why he is 
not doing that. I hope he takes it to heart what he learned on the 
committee today and perhaps tomorrow will dawn a new day and 
he will exercise that authority. But I don’t see that it furthers the 
cause in any way to continue to misrepresent things. 

This language was passed in this committee, was passed on the 
floor of the House, was passed in the omnibus bill. December 15, 
2000, the letter was read into the Congressional Record. I think it’s 
time to move on from that, repeal it by all means, but at the same 
time to indicate that there was something else going on I think 
does a disservice. 

Mr. Greenberger. Mr. Burgess, if I could have a point of privi- 
lege. The President’s Working Group on Financial Markets thought 
that the Senate’s version of the Enron loophole was in that bill 
when they wrote the letter, not the House version. A fast trick was 
pulled on the President’s Working Group and on the Senate. The 
letter that endorses what happened is in the January 2nd, 2001 
Congressional Record. I don’t think there is a Senator who knew 
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that the Enron loophole in the House version was on the Senate 
bill. And I might add, Mr. Burgess, that was considered to be ex- 
tremely controversial, that Enron was going to be allowed to use 
its own exchange, which ultimately led, by enforcement actions, to 
the rising of electricity prices on the West Coast by 300 percent. 

Mr. Burgess. Let me interrupt you there. And I’m not here to 
debate the merits of that legislative language. All I would submit 
is that that language was passed by the House, roll call vote 540, 
19 October 2000, 7:02 p.m.. Commodities Futures Modernization 
Act. Many people on this committee on both sides of the dais voted 
aye in response to that bill. In fact, the total vote was 377 to 4, 
with 51 nonvoting. 

Mr. Greenberger. And I would submit the Senate did not un- 
derstand that the House version instead of the Senate version was 
put on the Senate bill. It was never explained to the Senate. That 
was duplicitous. 

Mr. Burgess. Sometimes you do have to speak slowly and clearly 
to the Senate in simple, declaratory sentences. But nevertheless it 
was passed by this House. I will yield back the balance of my time, 
Mr. Chairman. 

Mr. Stupak. Thank you, Mr. Burgess. Mr. Melancon for ques- 
tions, please. 

Mr. Melancon. Thank you, Mr. Chairman. I appreciate it. I 
would like to ask Dr. Newsome, and just for the record he and I 
have been friends for some 20 years, back when he was just one 
of those lowly staffers over on the other side in the Senate, that 
august body we’ve been talking about for the last few minutes. But 
Dr. Newsome, I noticed you sitting here today making notes and 
such. But I would like you, if you would, just give me some of your 
thoughts and comments of what was said, what you feel was right, 
what you feel was wrong. I will allow you to go ahead and speak 
if you would. 

Dr. Newsome. Thank you. Congressman, for that opportunity. I 
think maybe one thing, when we started this hearing, we all had 
to stand up and take the oath that we were going to tell the truth 
and the whole truth, and that is what we did. So, a couple of things 
maybe I’d just go back and say that at least from our viewpoint are 
not completely accurate or may be at the very least misunderstood 
and one — and with all due respect to the chairman, the chart that 
has been showed all hearing long about speculators, the two pie 
charts, I think both of those are wrong. I think the one that shows 
the speculative activity at roughly 37 percent did not include some 
speculative activity that is trading through the swaps dealers, so 
that 2000 number was probably a little bit low. But on the flip 
side, assuming that all of the swaps dealer activity is speculative 
activity is equally as wrong, because at least from our experience 
in NYMEX a substantial portion of the volume going through the 
swaps dealers is commercial activity. So therefore making the as- 
sumption that 71 percent of the volume on NYMEX WTI is specu- 
lative is incorrect. 

Secondly, it was said a number of times by the first panel, par- 
ticularly by Mr. Masters, that there is no position limits on WTI 
crude. Again that is a false statement. We do have hard position 
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limits on the last 3 days before expiration, and we do have position 
accountability then out the remainder of the curve. 

There was another comment that said there were margin loop- 
holes and I know there was a debate about what to do with mar- 
gins, but certainly there are no margin loopholes. Every market 
participant in our market is charged the same margin that is eval- 
uated every day by our staff. It’s determined based upon volatility 
in the market, and every market participant pays that price. There 
are no loopholes. 

And then I guess the final thing I would say, there has been a 
lot of question about the flight from U.S. markets depending upon 
what might happen with further regulation. I can tell you with 100 
percent certainty if we overregulate these markets there will be a 
flight away from these markets. 

Dr. Newsome. It has happened in the past. It will happen again. 
Maybe not necessarily to other exchanges, but certainly to the over- 
the-counter marketplace, which dwarfs the size of our markets 
now. There is no question in my mind that we will lose business 
to the over-the-counter marketplace. 

Mr. Melancon. And I don’t think that you are concerned with 
competition. It is just fair competition. Would that be a fair as- 
sumption? 

Dr. Newsome. Absolutely. We just want a level playing field. 

Mr. Melancon. Thank you. Thank you, Mr. Chairman. I yield 
back my time. Thank you, Mr. Newsome. 

Mr. Stupak. Thank you. Thank you, Mr. Melancon. Mr. Burgess 
has asked that we put in the December 15, 2000, Congressional 
Record Senate side. Without objection, that will be added. Mr. Bur- 
gess also asked a CRS report on Commodity Futures Modernization 
Act of 2000: Derivatives Regulation Reconsidered, dated January 
29, 2003. When the whole thing is provided, we will put it in the 
part of the record. A few more questions before I wrap up here, if 
I may. Mr. Newsome, when do you expect the West Texas Inter- 
mediate crude oil contract to be listed on the Dubai exchange? 

Dr. Newsome. Mr. Chairman, no date has been set. 

Mr. Stupak. What is causing delay of not putting it on there 
then? That is the intent, isn’t it, to put it on there? 

Dr. Newsome. That is the intent certainly is to put it on. But 
that will be listed on the electronic system supplied by NYMEX. It 
is not in the queue yet to be listed, so we are months away. 

Mr. Stupak. So the clearing of these trades then will be listed 
on your computers on NYMEX? 

Dr. Newsome. Yes. 

Mr. Stupak. OK. With over 60 percent of the WTI contracts trad- 
ed on ICE Futures originate in the U.S., given the preponderance 
of trades on this exchange originate in the U.S. and involve con- 
tracts with U.S. delivery points, why shouldn’t the CFTC require 
ICE Futures to register as a designated contract market? 

Dr. Newsome. Thank you for that question, because I appreciate 
the chance to comment on it. We think when we look at the mar- 
ketplace and what is important with regard to transparency 
through the large trader reports, limiting the role of speculators in 
the market, that the items outlined in at least one of the Senate 
bills and by the CFTC are adequate without requiring ICE to be- 
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come a designated contract market. Certainly a concern from our 
standpoint is that if that was required, then U.S. exchanges would 
then be retaliated against by foreign jurisdictions and required to 
become full registrants in every jurisdiction around the world that 
we want to do business in. 

Mr. Stupak. If you are doing business in Dubai, and if you are 
going to be selling product in Dubai intended for Dubai, why 
shouldn’t you come underneath Dubai law and not U.S. law? 

Dr. Newsome. Well, we are currently fully regulated by the 
Dubai Financial Services Authority and by the CFTC because of 
the nature of the way we set up the business. 

Mr. Stupak. So then it shouldn’t make any difference then. 

Dr. Newsome. Well, I mean there is a lot — there are a number 
of markets around the globe much larger than the Dubai market- 
place. And if we had to go to every foreign jurisdiction and go 
through the regulatory process it would cost us millions and mil- 
lions of dollars and lots of time. If there wasn’t a method to achieve 
what we think is needed in terms of transparency and position lim- 
its, I would agree completely with you. But I think we have a 
methodology through the conditioning of the foreign board of trade 
no-action letter to achieve what needs to be achieved. 

Mr. Stupak. OK. NYMEX Holdings is about to become a foreign 
board of trade in the United Kingdom, isn’t it? 

Dr. Newsome. We are going through that process now. 

Mr. Stupak. So will this exchange mirror the same contracts on 
ICE Eutures such as west Texas crude, heating oil, gasoline? 

Dr. Newsome. I think Professor Greenberger was three or four 
steps in front of us. Eirst of all, we are very proud to be a U.S. enti- 
ty and regulated by the CETC, and that will not change. With re- 
gard to our efforts in the United Kingdom, what we are trying to 
do is get on a level playing field in the European marketplace with 
the Intercontinental Exchange. 

Mr. Stupak. It sound likes you are saying if I can’t beat ’em, I 
might as well join ’em. 

l3r. Newsome. Only with regard to the European marketplace. 

Mr. Stupak. Well, will you be applying for a no-action letter and 
tell the CETC it is about to become a foreign-owned trade 

Dr. Newsome. We will supply — regardless of what we do where, 
we will always supply the position limits and the large 

Mr. Stupak. So you won’t be applying for a no-action letter? You 
won’t apply for a no-action letter? 

Dr. Newsome. Well, we could. 

Mr. Stupak. Sure you could. 

Dr. Newsome. But if we do, we will condition it up front to sup- 
ply the information to the CETC that we have asked them to col- 
lect from ICE. 

Mr. Stupak. OK. You know, you said that if we regulate that 
these markets will go offshore. But first of all, any futures contract 
that calls for a physical delivery inside the U.S. is automatically 
subject to CETC regulation, right? 

Dr. Newsome. Correct. 

Mr. Stupak. So even if they are offshore, but if the contractis 
going to be for physical delivery within the U.S., they are still 
going to come underneath CETC authority. 
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Dr. Newsome. Not necessarily. Only if they apply for the no-ac- 
tion letter to have access to U.S. customers. 

Mr. Stupak. ok. But the questions was, statement was a future 
contract that calls for physical delivery in the U.S. comes under- 
neath our jurisdiction. 

Dr. Newsome. If it was a physical contract 

Mr. Stupak. Right. So whether I am on Dubai or on your London 
Holdings, as long as the physical delivery is going to be in the U.S., 
it comes underneath the U.S. law, right? 

Dr. Newsome. Absolutely. 

Mr. Stupak. So there isn’t going to be a foreign flight if we do 
this regulation. If we pass H.R. 6330, the PUMP Act of 2008, that 
is not going to drive people out of this market here, is it? 

Dr. Newsome. No, I think it will because most of the foreign 
boards of trade are going to list a cash contract that is based on 
a physical U.S. contract, not the actual physical. 

Mr. Stupak. But any future contract that cash settles against a 
U.S. contract with physical delivery provisions is also automatically 
subject to CFTC regulation. 

Dr. Newsome. No, sir. The other exchange in Dubai that has list- 
ed the WTI contract does so completely outside the purview of the 
CFTC because they have not applied for a no-action letter to have 
access to U.S. customers. So they can list any contract U.S.-based 
that they want to completely outside the purview of the CFTC or 
any U.S. regulator. 

Mr. Stupak. Professor, I know you want to jump in there. 

Mr. Greenberger. Yes, I want to jump in on two points. Mr. 
Newsome said I am a couple steps ahead of him. In his testimony 
he said while that affiliate, the London affiliate, will follow the 
path of other exchanges regulated by other regulators and will be 
applying for CFTC no-action relief So I am not two steps ahead. 
I just read his testimony. 

Dr. Newsome. I thought you were making the assumption that 
we are going to transfer all of our NYMEX business. 

Mr. Greenberger. No, no, no, no. All I meant was you are going 
to apply for relief, sell West Texas Intermediate, it will be regu- 
lated by the FSA directly instead of by the United States. I don’t 
know what your share is going to be between your U.S. and U.K. 
Exchange. Now with regard to the Dubai exchange that has not 
gotten a no-action letter, Mr. Newsome says, oh, they are outside 
of the CETC jurisdiction. No, they are not. I briefed that completely 
in the testimony. The leading case in CETC enforcement jurisdic- 
tion is a Japanese copper trader trading on the London Metal Ex- 
change and driving up the price in the United States. No contacts 
or virtually none to the United States. A U.S. warehouse here, 
what have you. 

The CETC imposed a $150 million enforcement action on 
Sumitomo, the Japanese corporation trading on the London Metal 
Exchange. If you harm our markets, we can go after you. The Jus- 
tice Department has memos on this. The CFTC has memos. And 
that is the irony here. ICE is in the United States. We don’t have 
to go to London to get them. Mr. Newsome tells you that Dubai is 
going to do all this stuff, now, Mr. Newsome is in partnership with 
Dubai. My argument is if he is in partnership with Dubai when 
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Dubai comes to the United States, that is a United States entity 
if Mr. Newsome is in partnership with them. And he says, well, we 
will impose this, we will impose that. Great. But that is not U.S. 
law. He is doing that as a matter of largesse. Maybe Mr. Lukken 
will enforce that through his enforcement things. But I want to tell 
you when your gas-paying constituents come to you and say is 
Dubai, is ICE, is London NYMEX going through London and com- 
ing back to the United States fully regulated as a U.S. exchange 
would be, the answer is no. The foremost reason is I read you the 
emergency authority. Mr. Lukken will not have emergency author- 
ity to go in an emergency and tell ICE what it ought to do, set tem- 
porary margins, temporary position limits. You are not going to be 
fully regulated. If you want U.S. trading terminals with U.S. -deliv- 
ered contracts on them to be fully regulated, you have the power 
to insist. 

The final point I would make is this idea that everybody is going 
to run abroad, I mean, Mr. Newsome is going to London because 
he wants to get the same loophole that ICE has by going through 
London. But there are 20 foreign exchanges who came to the 
United States and said please let us trade here, but don’t have us 
regulate fully. Why are they here? As the first panel said, it is the 
only fully liquid profitable market in the world. Everyone needs to 
be here. And if they go abroad and they do bad things to our gas- 
paying consumers we can go after them under U.S. law. 

Mr. Stupak. Sure. And from a practical point of view, you need 
liquidity, you need critical mass, i^d we are 3 percent of the world 
population, but consume 25 percent of the oil. So, I mean, you are 
going to trade here no matter what. I don’t think you are going to 
go abroad. 

Mr. Greenberger. You need liquidity and you need mass, but 
you also need profits. And this is where the futures trading gets 
done on U.S. delivered West Texas Intermediate delivered in Cush- 
ing, Oklahoma. 

Mr. Stupak. Sure. Largest consumer of energy and largest pro- 
ducer of food commodities. 

Mr. Greenberger. Exactly. 

Mr. Stupak. There you are. Mr. Newsome wanted to add. 

Dr. Newsome. I would like to respond, Mr. Chairman, to that if 
I can. Several things. One, as I made the comments in my state- 
ment, I said there is a very real threat of that business leaving the 
regulated exchanges. I said it could go to foreign exchanges, but 
more likely than not it would go to the over-the-counter market. 
There is no question about that. With regard to the Dubai Ex- 
change that is in question, in no way are they or will they be regu- 
lated by the CFTC. You should not be misled there. 

If there is some type of manipulative activity that occurs that 
has an impact on U.S. markets, Mr. Greenberger is exactly right, 
then the CFTC has a hook to go after them from an enforcement 
standpoint. But in no way are they regulated by the U.S. And then 
with regard to London, I simply can’t let Mr. Greenberger tell you 
what our business plan is in London when he is not aware of what 
it is. He has made some assumptions that are wrong. Our plans 
to go into London is simply onefold. There are differences in law 
with regard to clearing the business. We tried from New York on 
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a number of occasions to list the London contracts, the European 
contracts, and to pull that business to the CFTC-regulated market- 
place. Because of differences in clearing, particularly with regard 
to bankruptcy, it was very difficult for us to compete in that mar- 
ketplace. 

So we made the decision to partner with the London clearing- 
house, who is a London clearer, to list those same contracts so that 
we could do a more effective job of competing in the European 
space period. 

Mr. Stupak. Mr. Burgess, questions? 

Mr. Burgess. Yes, thank you, Mr. Chairman. Dr. Newsome, Mr. 
Greenberger, just so I am clear that I understand, first on the issue 
of the West Texas Intermediate, my understanding was back in, I 
guess, 1974 those contracts had to be delivered to Oklahoma, and 
that was a method of keeping speculation in check during the Arab 
oil embargo of the 1970s? 

Dr. Newsome. No, I mean we have had speculative position lim- 
its on that contract since it was listed day one. 

Mr. Burgess. OK. Then the look-alike that you reference on the 
Dubai market, the way that the CFTC would still have the ability 
to regulate that is they can take action against Dubai if they see 
evidence of bad behavior. Is that correct? 

Dr. Newsome. They would have complete transparency and posi- 
tion limits to keep the speculative activity low. If there was an en- 
forcement option, they would have to cooperate with the Dubai Fi- 
nancial Services Authority. 

Mr. Burgess. And what does that enforcement action look like? 
If that were to happen, what would we see? 

Dr. Newsome. It would depend upon what kind of activity was 
taking place in the market. If it was manipulative activity on 
Dubai that had an impact on the U.S. markets, as Mr. Greenberger 
commented on a moment ago, they could go after those market par- 
ticipants. If it is related 

Mr. Burgess. And what is the enforcement hook that they have? 
What would they do? 

Mr. Greenberger. If they are impacting U.S. markets and they 
can get jurisdiction over those people, as they got over the 
Sumitomo Japanese copper company, they will fine them $150 mil- 
lion and reference them to the Justice Department for prosecution 
if they feel that is the case. And my point isn’t that the Dubai Gold 
Exchange, which is different than Mr. Newsome’s partner, which is 
selling West Texas Intermediate exclusively in Dubai, is not that 
they have to become CFTC-regulated, but what everybody is telling 
you is if you regulate here we are going to run somewhere else in 
the world to avoid transparency. And what I am saying is the only 
reason they are going somewhere else is to continue operating in 
dark markets. And if they think they are outside of U.S. jurisdic- 
tion, they are not. We can go after them there, and we have when 
there has been effective enforcement at the CFTC. 

Mr. Burgess. I think that was the thrust of Mr. Masters’ testi- 
mony. I don’t want to put word in his mouth, but I think he so 
much as said that in the first panel this morning. But going back, 
of course, to Chairman Dingell when he was stressing or trying to 
get an answer about the question of transparency, again, if CFTC 
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sees a problem, if the transparency is there, if CFTC sees the prob- 
lem they can go after it. So the transparency then becomes the key 
to this whole process. 

Mr. Greenberger. Well, the only addition to that is if Mr. 
Newsome has an emergency on his exchange, the CFTC can go 
there, set temporary position limits, temporary this, temporary 
that. If it happens on ICE, they have got to go to the FSA to ask 
the FSA to do it. Go to London to have the FSA do something in 
the United States, or go to Dubai to ask Dubai — for example, if we 
have a $11 rise in a single day and everybody goes nuts and the 
CFTC is enforcing and says we want to go in there and see what 
is happening, Dubai is going to have terminals in the United 
States, but they are going to have to go to the Dubai Financial 
Services Authority and ask them if it is OK if they look into the 
matter. There is a big difference between getting large trader data 
reporting from Dubai and be able to directly regulate things that 
are happening before your very eyes instead of having to go to 
Dubai and ask permission to do so. And as Mr. Newsome just said, 
if you see manipulative activity you have to go to Dubai to see 
whether you can enforce. 

Mr. Burgess. Sir Robert, we will give you the last word. 

Mr. Reid. One needs to correct a bit of reality as opposed to fic- 
tion. 

Mr. Burgess. Please. 

Mr. Reid. If there is a problem that worries the CFTC, they pick 
up the phone and they speak to the chief executive in our organiza- 
tion or they speak to the FSA. This is an open line. And it operates 
two, three times a week. So these people know each other and they 
deal with the problems. And really to describe it as you have to go 
cap in hand to Britain to actually get information, I actually think 
you are completely misrepresenting the position. Now, what I 
would say, in fairness to Dubai, Dubai is a new organization, it is 
a new country, but it really is trying to do the best it can. And I 
am sure the fact that NYMEX has gone there, they will help them 
with that. And essentially, you should get a regime there which is 
every bit as good as you will get in London. And so therefore, you 
are contributing to the development of global trade. It may be un- 
comfortable for the people who want to stay domestic, but basically 
for those who want to go international and have got an entrepre- 
neurial flair like Jim, then let them go and support them. 

Mr. Burgess. At the same time, though, the degree of trans- 
parency that we are all talking about is dependent on the CETC’s 
enforcement ability. I am not reassured that someone can pick up 
a phone and call someone else half a world away. You may have 
that level of trust, but certainly after 6 hours of hearings today I 
don’t have that. But thank you, Mr. Chairman. You have been very 
generous with the time. And I will yield back. 

Mr. Stupak. Mr. Melancon, anything? 

Mr. Melancon. No. 

Mr. Stupak. OK. That is going to conclude this panel. Professor, 
you look like you want to say something. 

Mr. Greenberger. I just wanted to say one other thing. Sir Rob- 
ert says you can pick up the phone. The CETC negotiated for sev- 
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eral weeks to lead to the letter they just issued. They didn’t pick 
up the phone. They had to do a diplomatic negotiation. 

Mr. Reid. OK, just one final word on that. 

Mr. Stupak. Sure, Sir Robert. You came the farthest so you get 
the last word. 

Mr. Reid. If you could put on the record we are not a loophole, 
we are a reef note. We are firm and stable and secure. 

Mr. Stupak. That is on the record. It is so noted. I am not saying 
you are going to get agreement with this committee, but so noted. 

Mr. Reid. Thank you, sir. 

Mr. Stupak. Well, thank you. That concludes all questions. I 
want to thank all of our witnesses for coming today and for your 
testimony. It has been a long, but very interesting hearing. I ask 
for unanimous consent that the hearing record will remain open for 
30 days for additional questions for the record. Without objection, 
the record will remain open. I ask unanimous consent the contents 
of our document binder be entered into the record. Without objec- 
tion, the documents will be entered in the record. I also ask unani- 
mous consent that the letter we received from the U.S. Commod- 
ities Futures Trading Commission dated June 20th, 2008, ad- 
dressed to myself and Mr. Dingell, be made part of the record. I 
also ask unanimous consent that this report from CS Commodities 
Group, Update and Key Commodity Themes for 2008, it is a report 
referenced by Mr. Masters in the first panel, be made part of the 
record. Without objection, these two documents will be added. That 
concludes our hearing. Without objection, this meeting of the sub- 
committee is adjourned. 

[Whereupon, at 6:24 p.m., the subcommittee was adjourned.] 

[Material submitted for inclusion in the record follows:] 



304 


30RJd 


S io o m 
io CM 
CM ^ T- ▼— 
«» «» «» 


o m Q 
M 


u> 

CM e 


Z eft 
— 9» 


O “- 

-J X 

O ^ 


OC ^ 
^ « 


O J2 


8 S S 

O o o 

es o o 

s s s 

rt CM -»- 

SXOV%LLNOO 



ZO-OOQ 

ZO-inr 

ZO-UBf 

M^n^ 

90 -uBr 

go-mr 

go-uep 

1^0^n^ 

W-UBT 

eo-inr 

CO-libp 

Z 0 -|np 

ZO-UBP 

tO-inp 

1.0-UBp 

OO-inp 

00-UBP 




305 



306 



]saj«|u| uado % 


lource: CFTC Data, Office of the Chief Economisl 







308 


December 15, 2000 CONGRESSIONAL RECORD — SEN ATE SI 1897 


indicates that they are primarily an 
identified banking" product and not a 
contract, agreement or transaction ap- 
propriately regulated by the CFTC. 
While the statute provides a mecha- 
nism for resolving disputes about the 
application of this test, there is no in- 
tent that a product which flunks this 
test be regulated by anyone other than 
the CFTC. 

Once again, I commend Chairman 
LuGAR and Congressman Tom Ewing, 
the Chairman of the Subcommittee on 
Risk Management; Research and Spe- 
cialty Crops, as well as all staff in- 
volved for their outstanding work in 
making this important legislation a re- 
ality. 

Exhibit 1 

December is, aom. 

Hon. Tom Harkln. 

Ranking Member. Committee on Agriculture, 
Nutrition, and Forestry U.S. Senate, Wash- 
ington, DC. 

Dear Senator Habxin: The Members of 
the President’s Working Group on Financial 
Markets strongly support the Commodities 
Futures Modernization Act, This important 
legislation will allow the United States to 
maintain its competitive position in the 
over-the-counter derivative markets by pro- 
viding legal certainty and promoting innova- 
tion, transparency and efficiency In our fi- 
nancial markets while maintaining appro- 
priate protections for transactions in non-fi- 
nanclal commodities and for small investors. 

Sincerely, 

Lawrence H. Summers, 
Secretary, Department 
of the Treasury. 

Arthur Levitt, 

Chairman. Securities 
and Exchange Com- 
mission. 

AiAN Greenspan. 

Chairman, Board of 
Governors of the 
Federal Reserve. 

William j. Rainer, 

Chairman. Commoditv 
Futures Trading 
Commission. 


INCREASING THE FEDERAL 
DEPOSIT INSURANCE LEVEL 

Mr. JOHNSON. Mr. President. I rise 
today to briefly discuss S. 2589, the 
Meeting America's Investment Needs 
in Small Towns Act. or the MAIN 
Street Act as I call It. Not only is Main 
Street the acronym formed by this 
title, but It goes to the heart of why 
this legislation is necessary. 

As we move into the new economy, 
money is flowing from our small towns 
and communities to the larger finan- 
cial markets. While each individual in- 
vestment decision may make sense, the 
cumulative effect Is a wealth drain 
from rural America. Money invested in 
Wall Street is not invested on Main 
Street. Wall Street wizards can work 
wonders with a portfolio, but they 
don’t fund a new hardware store down 
the street. They don’t go the extra 
mile to help a struggling farmer whose 
family they have served for years. And 
they don’t sponsor the local softball 
team. 

By increasing the federally insured 
deposit level, we can help community 


banks and thrifts compete for scarce 
deposits. My legislation will account 
for the erosion to FDIC-insured levels 
ITom 1980. It will index these levels into 
the future, protecting against further 
erosions. 

Under current calculations, the im- 
mediate impact would be to almost 
double the insured funds, from SIOO.OOO 
to approximately $197,000. The long 
range Impact of this legislation would 
be to make locally based financial in- 
stitutions more competitive for depos- 
its. help stem the dwindling deposit 
base many areas face, and lead to new 
investments In our communities. 

Congress last addressed the issue of a 
deposit insurance increase in 1980. At 
that time, we increased the insured 
level from $40,000 to $100,000. Congress 
has not adjusted that level since 1980. 
In real terms, inflation has eroded al- 
most half of that protection. 

Every bank or thrift customer knows 
that the FDIC insures deposits up to 
$100,000. For many people, that notice 
symbolizes that the financial might of 
the United States government stands 
behind their banking institution. We 
learned the hard lessons of the 1930s. 
and created the FDIC to protect and 
strengthen our financial system. 

In rural communities across Amer- 
ica, local banks serve’ as the hub of the 
town. Every business in town relies on 
the bank for funding. The banker 
knows the town, and the town knows 
the banker. In many ways, each knows 
it disappears without the other. 

Individuals in these towns like to 
know who is handling their money. 
They like the idea that their funds are 
secure in their home town. And. they 
like the fact that their money can be 
leveraged into other investments that 
will improve their communities. The 
more deposits a bank has. the more 
loans it can make. These loans are 
made locally, and serve as an invest- 
ment in local communities. 

The MAIN Street Act will help pre- 
serve these small towns and commu- 
nities. It will bring greater liquidity to 
community banks and promote growth 
and development. I look forward to 
working with the FDIC and other 
banking leaders as we seek to update 
our banking insurance protections to 
allow small banks to compete with 
other Investment opportunities avail- 
able. I ask unanimous consent to have 
printed in the Record an article by 
Bill Seidman which further outlines 
some of the issues surrounding^ federal 
deposit insurance. 

There being no objection, the article 
was ordered to be printed in the 
Record, as follows; 

5200,000 OP FDIC INSURANCE? The Battle 
Has Just Bkoon 

The battle is on — in one corner there’s the 
proverbial David in the person of the FDIC 
Chairman Donna Tanoue, and in the other 
comer, three giant Gollaths—Senate Bank- 
ing Committee Chairman Phil Gramm. 
Treasury Secretary Lawrence Summers, and 
Federal Reserve Board Chairman Alan 
Greempan 

Technically the conflict is over the FDIC’s 
Deposit Insurance Option Paper (published in 


August), which suggested (some said fool- 
ishly) that deposit insurance coverage should 
be increased from SIOO.OOO to $200,000 per de- 
positor. As the paper pointed out. such an in- 
crease would compensate for the last 20 
years or so of inflation since the insurance 
level was set at 5100,000. The new ceiling 
might also help to meet an increasingly dif- 
ficult problem for community banks — ob- 
taining sufficient deposits to meet growing 
loan demand. Core deposits as a source of 
funding for community banks have steadily 
declined and largely are being replaced by 
loans from the Federal Home Loan Banking 
System. 

Once this idea was floated. Senator 
Gramm, and ever-pure free marketer, re- 
acted with a resounding “No way — not on my 
watch!" At a recent Senate committee hear- 
ing (on an unrelated subject) Gramm gained 
support for his position from the secretary of 
the Treasury and the Fed chairman. Treas- 
ury said it doesn’t agree with the proposal 
because it increases risk taking and possible 
government liability; Greenspan said “no” 
because he feels it’s a subsidy for the rich. (I 
guess he's been in government so long that 
anyone who has over $100.(X)0 is really rich.) 

Do these opinions nix the possibility for a 
change in the deposit insurance ceiling? I 
don’t believe so. This is a complex issue that 
will require congressional hearings and much 
research, because it relates to “too big to 
fail” policies and overall financial reform. 
Here are some of the important points to be 
weighed in this debate. 

Increasing deposit insurance brings more 
flnaacial risk to government — Possible, but 
unlikely, since the bank insurance fund has 
never cost the Treasury a penny (the thrift 
insurance fund is the one that went broke. 
Even Chairman Tanoue and Fed Governor 
Meyer have pointed out that the greatest 
risk to the fund is likely to ho the failure of 
a large complex bank. Moreover, the risk is 
much greater to the federal government 
when it supports a huge home loan bank fi- 
nancing iimtltution (another quasi-govern- 
mental agency such os Fannie Mae or 
Freddie Mac)— where any trouble means big 
trouble. 

It distorts the operations of the free mar- 
ket — This is also referred to as creating a 
“morale liarard.” the Idea being that FDIC 
depositors won’t have to worry about the 
condition of the bank. Of course, the so- 
called free market is out of kilter anyway, 
what with the Federal Reserve's discount 
window and the TTeasury’s bailout of Mexico 
and half of Asia through the IMF. In fact, 
the government seldom does anything that 
doesn’t impact the free market (think envi- 
ronmental protection, antitrust, regulation 
of good drugs, bad dings, and so on). The 
issue of whether to increase the deposit In- 
surance ceiling has less to do with dietortion 
of the fl'ee market than it does with whether 
this particular action in total is “good for 
the country.” (In the case of Mexico, for in- 
stance, the fi’ee marketers decided that a 
U.S. bailout of rich U.S. husiness leaders was 
good for the country and the world; bingo, 
the funds were granted.) 

It’s a subsidy for the rlch—It's debatable 
whether FDIC insurance is a subsidy at all. 
Most economists (though not Greenspan) 
doubt that there is much of a subsidy be- 
cause the banks have paid for all of the in- 
surance and the insurance fund has covered 
any losses. 

Now that I’ve laid out the opposing views, 
here are several good reasons for approving 
the FDIC deposit guarantee increase: 

It will level the competitive playing field — 
Historically, governments have protected all 
bank depositors when very large banks are in 
trouble, thus providing an implicit guar- 
antee of unlimited insurance for those insti- 
tutions (e.g., Japan. Saudi. Korea, Thailand, 
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U,5, Commodity Fiituroa Trading Commission 

Thre« Lafiiy«tte Cemre.USE 21«l Stmet, NW, W^hington, DC 20GS1 
www,cfto,gov 

Bon Chilton <202) 41 S>S060 

Commissioner (202) 418-5620 Fscsimik 

bcbilton@cfte.gov 


June 20, 2008 


The Honoiable John D. Dingell, Chainnan 
Committiee on Energy and Commerce 
United States House of Representadves 
2328 Rayburn House Office Building 
'Washin^on, D.C. 20315 

The Honorable Bart Stiqiak, Chairman 
Subcommittee on Oversight and Investigations 
Committee on Energy and Commeice 
United States House of Representatives 
2352 Rayburn House Office Building 
WasUn^on, D.C. 20515 

Dear Chairmen Dingell and Stupak: 

Thank you for your leadership in addressing critically important questions regarding 
energy markets. I appreciate your holding a hearing to question and analyze these Issues, and 1 
appreciate your efforts to ptordde additional transparency to America's commodity markets to 
jaoteet consumers and businesses, and to ensure that these markets provide price discovery and 
risk rnanagement functions as intended by Con^ss. 

As I have stated, I believe that there is a signifleant speculative presence in the oil futures 
market, and that this carmot help but have an effect on price. My concern is that there have as 
yet been no studies that accurately quantify the amount or extent of this effect I believe this 
should be undertaken, by independent and neutral parties, as promptly as possible. I algo believe 
that we need to study the effect of hugely long “p^ive” speculative investors, along with a 
review of their oiassification under commodities laws and regulations, to ensure that their trading 
does not have a deleterious effect on the legitimate price discovery and risk management 
fhnctlons of the futures markets. 


310 


JUN 20 2008 1S!37 FR 


TO 92254744 P,03 


I also want to ensure that the Commission has the ability to identity the beneficial owners 
of all positions taken in commodities msrkets. To date, I do not believe thsl dtis issue has 
received adequate attention to any extent, and it may be desirable to direct that further study be 
undertaken to ensure that sovereign wealth funds ate acting solely to benefit their market 
positions, and not for any geopolitioal or other reason. 

Again, I thank you fer your leadership in this area, and I look forward to working with 
you on this and odier issues of significance to American consumers and businesses. 




Bafrettlffon 

Cammissiono’ 


cc; Congressman Joe Barton 
Congressman John Shimkus 
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CREDIT SUISSE INTERNATIONAL 
One Cabot Square, London E14 4QJ 
Authofised and Regulated by the Financial Services Authority (FSA) 


CreditSuisse 

COMMODITIES SALES 
Proprietary & Confid^itial 

Trade Idea 


Fixed Rale Swap Linked to Iron Ora 



This WwTTtation has been Issued ly CredS Suissa and/or Its afTiates fCS^, which is asMurised and regi*rted ty the Financial Senrieas Authortty t®’’ Iho eenduei trf iiwestment business h the UnJed 
Kingdom This material is prwided b you by CS or ary of Its affiliates solely tor IrTformaBonal puposes, intof»dsd far your use only and does not constSuta an offer or cot nm itn w nt, a solieitatiori of an 
offer or comrrdtment or any advice or recommendaHon, to enter Irrto or conclude ary trstsaction (whether on die incScahre terms shrwn or otherwise) AS Credt Suisse raseatch recommendations can be 
fceassed through the follwng typeriink: t<^://s.feseafd^and-ar>^ytics,r:sffi,«im /lopin.a5p sutiject to fae roe ^ a suSabte login 

This matertd has been prefis]^ ly CS based on assumptinvs and param^n detenntned by S in good Wh Tbs assurr^ns and par»n^ers issd are not the only ones that m^ht reasonably have 
been selected and therefare no guarantee is givei as to the aecura^, ccmffatetBs or nsasonabtoiess of ary such quolabcins. dsdouire or analyses A variety of other or additiorval assumpticns or 
ps^etm, or other mskst factors and other consideraticns, could resirit n r^avnt sontemporaneous good analyses or assessment of the transaction dascribed above Past performatKe shotrid 
not be taken as an indicalion or guarantee of fature psrformance, and re represwtt^en or warranty, express or anplied, is marie regardir^ future pwformwKe Opwrorw atd esttmates be changed 
vridiout nohee The infarmatlDn set forth ^«ve has been obtained front or based upon sources btfwved by CS to be rsG^le, but CS (toes not repTMent or warrant its acoirecy or corr^leness This 
ma^id does irot purport tt) contain aD of the Mormalton that an ndwested party desk« In al aa», Interested parties should conduct ewn investigation and an^is of the trartsadtor^s) 
described in these maten'ais end of the data set forth in them. Each person receiving these mateciats drould rnaka in^pendent assesament of the merits of pursiing a transacSon desertoed h these 
matotals end should consull Iheir own professional advisors Sbuctured securities ere c o rrr ^ hshunwnts. ^rptoaHy tnvofve a Ngh degree of risk and are intended far s^ on^ to sopffisticated Investors 
wht) are capa^ of understanding and assurr^ng the risks irwotved The market »lue of sy stivchved sscufy naf be affected by changes In ectmomle, finav^ and poft'cel factors Qndudhg, but not 
liir^d to, spot and forward Interest and anhar^ rates), bme to malurihr, market eortditlone and vdaiily and the credt gusSy cri any issuer or reference issuer. Any investor interestsd in pursuing a 
structured product shorid ciTiitoctSs ewninvesttgaben and an^is of the produet and census wittits own professional advisers as to the risks involved r< titling such a purchase. 
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Credit Suisse 


CREDIT SUISSE INTERNATIONAL 

One Cabot Square Telephone ■•-4420 78S8 8388 
LondonE14 4QJ www credit-suisse com 


07 January 2008 


External ID: [ ] 


Dear Sir/Madam 


The purpose of this letter agreement (this "Confirmation") is to confirm the terms and conditions 
of each Transaction entered into between CSIN and the respective Counterparty on the Trade 
Date specified below (each a "Transaction"). This Confirmation constitutes a "Confirmation" as 
referred to in the Agreements specified below. 

In this Confirmation "CSIN" means Credit Suisse International and "Coimterparty" means BHP 
Billiton. 


1 . The definitions and provisions contained in the 2005 ISDA Commodity Definitions (the 
“Commodity Definitions”) (as published by the International Swaps and Derivatives 
Association, Inc) are incorporated into this Confirmation. In the event of any 
inconsistency between the definitions and provisions and this Confirmation, this 
Confirmation will govern. 

In respect of each Counteiparty, this Confirmation supplements, forms part of, and is 
subject to, the 1992 ISDA Master Agreement dated as of 17 November 2006 as amended 
and supplemented from time to time (the "Agreement"), between CSIN and such 
Counterparty. All provisions contained in the Agreement govern this Confirmation 
except as expressly modified below. 

2. The terms of the particular Transaction to which this Confirmation relates are as follows; 


Trade Date: 

Effective Date: 

Termination Date: 

Commodity: 

Total Notional Quantity: 

Notional Quantity per 
Calculation Period: 


07 January 2008 
01 October 2008 
31 December 2008 

Steel China Iron Ore Fines cfr main China Port 

1 05.000 metric tonnes 

35.000 metric tonnes 


Registered Office os above 
Registered with unlimited liability in England under No. 2500199 
Authorised and regulated by The Financial Soviccs Authority 
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Credit Suisse 

Calculation Period(s): 

Payment Date(s): 

Fixed Amount Details: 

Fixed Price Payer: 
Fixed Price: 

Floating Amount Details: 

Floating Price Payer: 

Commodity Reference 
Price: 


Specified Price: 
Pricing Date(s): 


Method of Averaging: 
Business Day(s): 

Calculation Agent: 

Account Details: 

Payments to CSIN: 

Payments to Counterparty: 


3 monthly periods, &om and including the 
Effective Date, to and including the Termination 
Date. 

Five (5) Business Days, following the last 
Business Day in each Calculation Period. 


$150 per metric tonne 


The price for a Pricing Date will be that day's 
Specified Price per metric tonne of Iron Ore Fines, 
cfi- main China Port, stated in U.S. Dollars, 
published under the heading "Steel China Iron 
Ore Fines cfr main China Port, S/tonne" in the 
issue of Metal Bulletin (MBFOFOOl Index) that 
reports prices effective on the Pricing Date. 

Average of High Price and Low Price 

Every Friday in the Calculation Period. If any 
Pricing Date is not a Commodity Business Day 
(as defined in Section 1.4(b) of the Commodity 
Definitions), such Pricing Date(s) shall be 
disregarded for the purposes of determining the 
Floating Price 

Unweighted arithmetic mean 
New York, London 
CSIN 


As advised separately in writing 
As advised separately in writing 


External ID; [ 


] 


3 



Credit Suisse 


CSIN is authorised and regulated by The Financial Services Authority and has entered into this 
transaction as principal. The time at which the above transaction vvas executed will be notified 
to Counterparty on request. 


External ID: [ 


] 


4 
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CFTC Fact Sheet 


CLAIM 

Speculative traders’ interest in crude oil now account for roughly 70% of all trading in West Texas 

Intermediate crude on the New York Mercantile Exchange, compared with 37% in 2000. 

FACTS 

• The 70% figure includes swaps dealers in the speculative category and includes the long and short 
positions of both swaps dealers and speculators without netting the positions. 

• It is important to note that much of swaps dealer activity involves commercial hedging and risk 
management. 

• According to CFTC data, swaps dealers as a whole arc close to flat in the crude oil markets - 
meaning they are almost equally long and short in the marketplace, (as seen in Chart 1 and 2 below) 

• Traditional speculative positions (in this case, “speculators” minus the swaps dealers positions) 
include long and short positions - in fact, there are almost as many short speculative positions as 
there are long positions, (as seen in Chart 3 below) 

• Speculative positions have not been increasing during the past year. The net-long positions of non- 
commercials is currently around 100,000 (as seen in Chart 3), which is the lowest it has been in 
about a year. 

• The CFTC is in the midst of getting more data from swaps dealers to get a better, clearer view of the 
marketplace - and will report to Congress by Sept 1 5"' further about this activity and its impact on 
the markets. It is premature to draw conelusions about the impact of swaps dealers before the data is 
available and analyzed. 






NYMEX Crude Oil Futures & Options 
Net Positions of Swap Dealers 
June 6, 2006 to June 17, 2008 
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Chart 3 


NYMEX Crude Oil Futures & Options 
Net positions of Commercials & Non-Commercials 
June 6, 2006 to June 17, 2008 
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MAM 

III I I THgimiKm3MMA?3$TmA55Oa*I1Cf^0f MSERCA 


June 11,2008 

Majority Leader Harry Reid 
Minority Leader Mitch McConnell 
Speaker Nancy Pelosi 
Minority Leader John Boehner 

Dear Leader Reid, Leader McConnell, Speaker Pelosi, and Leader Boehner: 


Record-high, irrational oil prices are smothering the American economy. While we all recognize 
that a commonsense, long-term energy policy is desperately needed in this country, given the grim 
statistics that are getting worse every day, Congress must find bipartisan, near-term solutions. 
Absent an immediate refonn in the widely-speculative energy commodity futures markets, oil prices 
worldwide will continue to surge, clamping down even harder on the U.S. economy. 


In May, unemployment climbed again to 5.5%, the highest one-month spike in 22 years; many 
thousands more employees were laid off; commercial air service to 1 00 cities was completely 
eliminated or will be by year-end; businesses closed because they cannot begin to raise prices of 
goods enough to recoup surging fuel costs; and families chose between filling up their gas tanks or 
grocery carts. 

Leading energy experts across the country agree that recent, unprecedented jumps in crude oil 
prices are due, in large measure, to rampant speculation in the energy commodities markets. Just 
last Friday, when oil spiked by SIO per barrel, speculators traded 22 barrels of “paper oil” for every 
single physical barrel of oil consumed. Sophisticated “paper” speculators who never intend to use 
the oil are driving up costs for consumers and making huge profits with little to no risk. Having 
abandoned the stock market, these aggressive traders are manipulating the energy market to their 
sole advantage. 




368 


This country needs a fair, transparent and balanced energy commodities market, not one that is 
skewed to benefit speculators and institutional investors. We urge immediate action, through either 
the Commodity Futures Trading Commission or Congress, to ensure meaningful reforms are put in 
place to restore market integrity. Although specific measures must be carefully drafted to avoid 
unintended consequences, priority steps include (1) fully closing all loopholes, including the “Enron 
Loophole” and “Swaps Loophole, ” that allow institutional investors to avoid limits on the size of 
their investments; (2) ensuring all energy traders, including those trading on foreign boards of 
trade, are subject to the limits imposed on U.S. exchanges; and (3) increasing margin requirements 
and imposing appropriate disclosure/financial requirements on institutional investors. 

The undersigned strongly urge Congress to take meaningful steps as soon as possible to address the 
distorted energy commodities market and stop any further decline in the U.S. economy. We offer 
our full support for your efforts. 

Air Line Pilots Association 

Airports Council International 

Air T ransport Association 

American Association of Airport Executives 

American Society of Travel Agents 

American Trucking Associations 

Associated Builders and Contractors 

Business Travel Coalition 

Cargo Airline Association 

Consumer Energy Alliance 

Consumer Federation of America 

Industrial Energy Consumers of America 

International Brotherhood of Teamsters 

Interactive Travel Services Association 

National Air Carriers Association 

National Farmers Union 

New England Fuel Institute 

Petroleum Marketers Association of America 

Regional Airline Association 
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June 20, 2008 

The Honorable Bart Stupak, Chairman 
Subcommittee on Oversight and Investigation 
Committee on Energy and Commerce 
United States House of Representatives 
Washington, DC 20515 

Dear Mr, Chainnan: 

Ten days ago, a broad coalition of consumer, labor, and business organizations joined to 
advocate immediate reforms in the widely-speculative energy commodity futures 
markets. While a long-term, rational energy policy including increased supply is our 
ultimate goal, bipartisan, near-term solutions to the market frenzy are absolutely critical. 
Experts agree that today’s surging oil prices are beyond those warranted by supply- 
demand fundamentals and are due, in large part, to rampant speculation. 

in early June, speculators traded more than 1 .9 billion bairels of crude oil - 22 times the 
size of the physical oil market, including $ 1 50 billion traded on the New Y ork Mercantile 
Exchange alone. Sophisticated “paper” speculators who never intend to use oil are 
driving up costs for consumers and making huge profits with little to no risk. 

With your leadership, we see an end to the current unw’arranted escalation in oil prices. 
All coalition members are pleased to endorse and to pledge our full support for the 
prompt enactment of your proposed “Prevent Unfair Manipulation of Prices Act of 
2008.” The PUMP Act wall apply a much needed brake on rampant energy commodity 
speculation to drive down unprecedented, surging oil prices crippling the economy. 

The heart of PUMP is Section 2 that extends CFTC jurisdiction over energy commodities 
that now enjoy a host of trading loopholes. Specifically, we applaud your bill’s focus on 
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opening up the market to greater transparency and fairness to level the playing field for 
all traders. We fully support the bill, including strong provisions that: 

• bring over-the counter energy commodities within CFTC’s oversight 
responsibilities; 

• close the “swaps loophole” by extending CFTC regulatory authority to swaps 
involving energy transactions, another important step towards needed 
transparency; 

• extend CFTC regulatory authority to energy transactions on foreign boards of 
trade that provide for delivery points in the United States, a common sense 
measure as other products delivered in the United States are subject to the full 
panoply of United States regulation, save energy commodities; and 

• require CFTC to set aggregate position limits on energy contracts for a trader 
over all markets, ensuring that traders do not comer markets by amassing huge 
positions and playing one exchange off another. 

The undersigned strongly endorse the PUMP Act, urge Congress to act promptly, and 
pledge our full support for your efforts. 


Air Carriers Association of America 
Air Line Pilots Association 
Airports Council International 
Air Transport Association 
Air Travelers Association 
American Association of Airport Executives 
American Society of Travel Agents 
Association of Professional Flight Attendants 
Industrial Energy Consumers of America 
International Association of Machinists 
International Brotherhood of Teamsters 
National Air Traffic Controllers Association 
National Business Travel Association 
National Farmers Union 
Regional Airline Association 
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The Commodity Futures Modernization Act of 2000: 
Derivatives Regulation Reconsidered 


Summary 

In December 2000, Congress passed the Commodity Futures Modernization 
Act, the most significant amendments to the Commodity Exchange Act in 25 years. 
This report describes the historical market developments and the major issues that 
shaped consideration of that legislation. 

In 1974, Congress created a new independent agency, the Commodity Futures 
T rading Commission (CFTC), to oversee trading in derivative financial instruments. 
Derivatives - which are used to avoid risk of price changes in some underlying 
commodity or financial variable or in search of speculative profits from the same 
price changes - were on the verge of a major expansion: from contracts based on 
farm commodities and minerals to “financial futures” based on bonds, currencies, 
and interest rates. The Commodity Exchange Act (CEA) amendments in 1 974 gave 
the CFTC exclusive jurisdiction (with some exceptions) over derivatives regardless 
of the nature of the underlying commodity or interest. 

During the 1980s, however, a new derivatives market grew up, where neither 
the CFTC nor any other agency exercised comprehensive oversight. Derivatives can 
now be divided into exchange-traded (CFTC-regulated) instruments and over-the- 
counter (OTC) instruments. The two types of instruments serve the same economic 
functions and are often in direct competition. However, the existence of two 
markets, where the 1 974 Commodity Exchange Act amendments envisioned a single 
market regulated by the CFTC, led many to conclude that the CEA was out of date 
and in need of major revision. 

The futures exchanges contended that CEA regulation put them at a competitive 
disadvantage versus the unregulated OTC market. OTC market participants claimed 
that the CFTC’s exclusive jurisdiction under the CEA created legal risk for them: 
OTC contracts could possibly have been invalidated by a court finding that they were 
in fact illegal, off-exchange futures contracts. Both groups viewed the CEA as an 
impediment to financial innovation andportrayed themselves as vulnerable to foreign 
competition. 

A joint group ofU.S. financial regulators recommended in 1999 that the CEA 
be amended to 1 ) exclude certain OTC derivatives from the CEA and 2) permit the 
deregulation of financial futures (except when they are marketed to small investors), 
on the grounds that these contracts are less susceptible to manipulation than physical 
commodities. This was the general approach followed by the Congress in enacting 
the Commodity Futures Modernization Act of 2000. 

This report analyzes the transformation of derivatives markets and the 
legislative response and will not be updated. The legislation passed by thelOb''’ 
Congress, the Commodity Futures Modernization Act of 2000, is described in CRS 
Report RS20560, Derivatives Regulation: Legislation in the 106''' Congress. 
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The Commodity Futures Modernization Act 
of 2000: Derivatives Regulation 
Reconsidered 


This report analyzes the major issues that were involved in the consideration and 
passage of the Commodity Futures Modernization Act of 2000 (H.R. 5660; P.L. 1 06- 
554). The legislation that created theCFTC in 1974' contains a sunset provision: the 
agency must be reauthorized periodically. The CFTC’s authorization expired on 
September 30, 2000. Reauthorization legislation has usually been the vehicle for 
consideration of regulatory issues related to futures and derivatives markets. The 
reauthorization legislation considered and passed in 2000 are described in CRS 
Report RS20560, Derivatives Regulation: Legislation in the 106''' Congress. This 
report provides background on the major reauthorization issues. 

The 2000 reauthorization process took place as many regulators and market 
participants were calling fora fundamental reevaluation of the Commodity Exchange 
Act (CEA), the statutory basis for the CFTC. Basic changes in the CEA and in the 
regulation of financial derivatives were proposed, and eventually enacted. Markets 
had changed dramatically since the CFTC was created, and the existing regulatory 
framework was under challenge from all sides. Some analysts claimed that CFTC- 
type regulation was unnecessary in most of the markets where it then applied, that it 
slowed financial innovation, and that it placed the U.S. futures and derivatives 
industries at a disadvantage relative to their foreign competition (much of which did 
not exist in 1 974). On the other hand, some believed that deregulation (or the growth 
of unregulated derivatives markets) may pose serious risks to market participants and 
to the stability of the global financial system. 

What is the appropriate framework for the regulation of financial derivatives? 
Which federal regulator should have jurisdiction over which forms of trading, and 
how can jurisdictional quarrels among regulators be prevented? To what extent can 
industry self-regulation be relied upon to maintain fair, stable, and efficient markets? 
These broad questions, the background against which Congress in 2000 weighed the 
future of the CFTC, are examined briefly in this report. 


The Commodity Futures Trading Commission Act of 1974, P.L. 93-463. 




375 


CRS-2 

Background 


Derivative Markets 

Derivatives are financial instruments or contracts whose value is linked to the 
price of some underlying commodity or financial variable. There are several forms 
of derivatives - the best-known variations are futures contracts, options, and swap 
agreements - but all have this common central feature: two parties promise to make 
a transaction (or series of transactions) in the future at a price that is agreed upon 
today. It is expected that the underlying price or rate will fluctuate over the life of the 
contract, but the price specified in the derivative instrument remains fixed. If they 
succeed in forecasting the direction of prices, derivatives traders will be entitled to 
buy the underlying commodity for less (or sell for more) than the going market price. 
For every winner, there is a loser. Here are three examples: 

• A trader who expects the February price of com of $2. 20/bushel to 
rise over the spring and summer may enter into a “long” futures 
contract, committing himself to buy 5,000 bushels at that price. (A 
promise to sell is a “short” contract.) If the price rises to $2.30, the 
contract gains value: the trader can buy 5,000 bushels at $2.20 
(thanks to the futures contract), and sell them at the market price of 
$2.30, making a profit of 10 cents per bushel, or $500, which is 
credited to the trader’s account.’ 

• An option to sell 100 shares of Cisco Systems stock at $ 120/share’ 
has an intrinsic value of $1,000 if the current market price is $1 10 
(100 X the $10 price differential). If the market price rises above 
$120, the option is “out of the money,” and the holder will not 
exercise it. The difference between options and futures is that the 
option buyer is not obliged to make the transaction on unfavorable 
terms if prices fail to move as expected. In exchange for this right, 
the seller of the option receives a cash premium. 

• A financial institution with large amounts of floating-rate debt fears 
that interest rates are about to rise, which would increase its debt 
service costs. It enters into an interest rate swap: it agrees to pay its 
swap dealer a fixed rate of interest on a principal amount equal to its 


’ Futures contracts are “marked-to-market” daily - losses must be paid up, and gains are 
credited to the winners’ accounts. A trader may take his profits at any time up to the 
expiration of the contract by entering into an opposite, or offsetting, contract, so that his net 
obligation to buy and sell the commodity is zero. Holders of physical commodity futures 
have the option of settling the contract by making (or taking) delivery of the commodity 
itself at expiration, but only about 0.7% of U.S. futures contracts are settled this way. The 
rest are settled in cash. 

’ The original version of this report was written in early 2000, when many Internet 
companies’ shares traded at over SIOO. In early 2003, Cisco trades at under S15/share, 
making the option described above profitable indeed! 
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outstanding debt,"* and in return will receive a floating-rate payment 
on the same principal amount. Thus, if interest rates do rise, the 
swap payments it makes remains constant, while the swap payment 
it receives rises, allowing it to meet the rising claims of its floating- 
rate creditors. The swap converts floating-rate to fixed-rate debt. 

Thus, the owner of a derivative gains or loses as the underlying price or rate 
changes, without actually owningthe underlying commodity itself Derivatives allow 
traders to take a position in markets at a fraction of the cost of buying an equivalent 
amount of the underlying item. A 5,000-bushel com futures contract might require 
an initial cash outlay - called a margin payment - of about $500, even though the 
total underlying commodity value is SI 1,000. To buy 100 shares of Cisco (at 
$ 1 1 0/share) would also cost $ 1 1 ,000, but the premium (price) of the option described 
above might be less than SI, 100.^ Derivatives speculation is therefore said to be 
“leveraged,” because traders take relatively large positions in markets with relatively 
little capital outlay. As a result, the effects of changes in the underlying commodity’s 
price are magnified: if Cisco Stock rises by 10%, the option holder doubles his 
money. Leverage also implies the risk of large, sudden losses. 

Derivatives are often described as bets on future price changes. This is not 
incorrect, but it is incomplete. Derivatives can be used to speculate, but they can also 
provide protection against the risk of unfavorable turns in prices or interest rates. On 
the other side of a com speculator’s contract might be a farmer who feared that prices 
in the fall would be even lower. Taking the short side would allow him to sell at 
$2. 20/bushel, no matter how low the market price went. Similarly, the financial 
institution in the third example above uses an interest rate swap not to seek trading 
profits but to protect itself against a rise in interest rates. 

Derivatives are used by businesses, units of government, and financial 
institutions to manage risk. Often, they permit the “unbundling” of risks in ways that 
give market participants greater control over the risks they assume. For example, the 
holder of a foreign bond faces two separate risks. That is, the value of the bond will 
fall if 1 ) interest rates rise or 2) the currency in which the bond is denominated loses 
value relative to the holder’s domestic currency. Using derivatives, the holder may 
choose to assume either of these risks or to pass them off to someone else. 

In sum, derivatives users can be divided into two groups, who use the markets 
for opposite purposes. Speculators seek to profit by anticipating future price 
changes, while hedgers, whose business generally involves them in the cash market 
for the underlying item, avoid price risk by transferring it to others (namely, the 
speculators). 


“ The principal in an interest rate swap is “notional,” or imaginary. It is never actually 
exchanged, but serves as a reference point to determine the size of the swap payments. 

' In addition to its intrinsic value (the difference between the market price and the option’s 
exercise, or “strike” price) an option has time value - the probability that its value will 
increase before expiration. 




377 


CRS-4 

Development of Derivatives Markets 

Derivatives began as an adjunct to agriculture. Producers, distributors, and 
processors of farm commodities devised futures, options, and forward contracts to 
protect themselves against rising or falling prices. These markets became the futures 
exchanges and flourished because of the existence of speculators willing to assume 
the risks that others wished to avoid. In the 1970s, the Chicago futures exchanges 
expanded the market dramatically by introducing contracts based on financial 
instruments: potential derivatives users now included not just producers and 
commercial users of commodities, but any business whose profits were affected by 
interest rates or foreign exchange rates. Today, as figure 1 shows, financial futures 
and currency futures account for about 2/3 of contracts traded on U.S. exchanges. 

The success of financial futures attracted competition. In the 1 980s, banks and 
securities firms — those who dealt in the actual stocks, bonds, and currencies 
underlying financial futures — began to offer swap contracts and options that had the 
same functions as exchange-traded futures. They could be used to hedge or 
speculate. Growth in these markets has been explosive, as figure 2 below shows. 

The new derivatives market, where swaps and similar instruments are traded 
“over-the-counter” (OTC) or off-exchange, has grown much faster than the 
exchange-traded derivative market since its inception in the 1980s, in terms of the 
notional principal amount of contracts in force.'’ When other OTC instruments, such 
as options and forward agreements are included, the total notional value of the OTC 
market was $81.4 trillion in June 1999.’ 

Traders often view OTC contracts and exchange-traded futures and options 
contracts as close substitutes. The over-the-counter and the exchange markets 
compete for the same business. A central issue for the CFTC reauthorization in 2000 
was whether regulation under the CEA put the U.S. futures industry at a competitive 


'Although notional principal is the only basis for comparing the two markets, it is not a very 
satisfactory measure. Notional value does not convey any useful information about the 
market value or riskiness of a particular instrument. Moreover, contracts are traded much 
more frequently on the exchanges, so that comparisons of value outstanding at the end of 
a period may be misleading as a gauge of total market activity. 

’ Bank for International Settlements. The Global OTC Derivatives Market at end-June 
J999. November 1999. 5 p. (Available on the Internet at www.bis.org) 
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Figure 1 . Notional Value of OTC Swaps 
versus Exchange-Traded Financial Contracts, 
1991-99 



1991 92 93 94 95 96 97 98 99 

Source: Bank for International Settlements. 


disadvantage relative to the OTC markets, and to foreign futures exchanges. 


Pre-2000 Regulation of Derivatives 

Federal regulation of futures trading dates from the Grain Futures Act of 1 922 
(P.L. 67-331), which became the Commodity Exchange Act. Flowever, the major 
features of the pre-2000 regulatory framework date from 1974, when Congress 
perceived that derivatives markets were on the verge of expanding from contracts 
based on farm commodities and metals into “financial futures” - contracts based on 
government bonds, interest rates, and (later) stock indexes. In response to the 
growing economic scope and importance of futures trading. Congress replaced the 
existing futures regulator (an office within the Department of Agriculture) with an 
independent agency, the CFTC, with exclusive jurisdiction (with a few important 
exceptions) over all derivatives trading, regardless of the nature of the underlying 
commodity. 

The CEA, as amended in 1974, specified that trading of derivatives - any 
contracts that were “in the character of’ futures contracts - was to take place only on 
a registered futures exchange whose rules and practices were under CFTC regulation. 
The rationale for this grant of regulatory authority was that derivatives are susceptible 
to manipulation and excessive speculation, which can cause artificially high or low 
prices in the underlying cash markets, or, in extreme cases, instability and panic in 
the financial system. At a time when oil and other commodities were in short supply 
and prices were soaring, Congress sought a “strong law” to protect investors and to 
insulate the economy from the potentially distorting effects of derivatives trading, 
much as the Securities and Exchange Commission (SEC) was created in 1934 in 
response to the stock market crash of 1 929. 



379 


CRS-6 

However, the extension of “exclusive" jurisdiction to the CFTC had to take note 
of other agencies’ claims. The major exceptions to the CFTC’sexclusivejurisdiction 
were contained in the so-called “Treasury Amendment,” part of the 1 974 law. The 
T reasury expressed concern that exclusive CFTC jurisdiction would conflict with the 
U.S. government securities market and the foreign exchange market, where several 
forms of off-exchange contracts very similar to futures and options were in common 
use. These were professional markets, where small investors were not present, and 
were for the most part unregulated. They were, in the Treasury’s view, performing 
in a satisfactory manner without significant government oversight. Therefore, 
Treasury saw no reason why these self-regulating markets should be brought under 
CFTC regulation. Congress wrote the Treasury Amendment into law, excluding 
contracts based on U.S. government securities or foreign exchange from the 
provisions of the CEA. 

What no one could have foreseen in 1974 was the development of the OTC 
swap market. Despite the fact that swaps and futures serve exactly the same 
economic purposes, and are sometimes interchangeable, the CFTC generally 
exercised no regulatory authority over the OTC market. How did this market (now 
measured in the tens of trillions of dollars) develop outside the regulatory framework 
of the CEA? As the market was established in the 1980s, the CFTC made no move 
to assert its jurisdiction: the major swaps dealers were large banks and securities 
firms, rather than the futures brokers that were CFTC registrants. Banking regulators 
took a laissez-faire attitude, perhaps viewing swaps as a welcome source of income 
for depository institutions whose recent results in commercial and international 
lending had ranged from poor to disastrous. Securities broker-dealers tended to 
locate their swaps business in unregulated affiliates, where SEC authority was 
extremely limited. 

Still, a legal uncertainty remained. Could the courts rule that swaps were in fact 
“in the character of’ futures contracts, and thus illegal and unenforceable unless 
traded on a CFTC-regulated exchange? In 1 989, the CFTC issued an exemption for 
swaps, which was revised in 1 993 (pursuant to the Futures Trading Practices Act of 
1 992, P.L. 1 02-546).* Under the terms of the 1 993 exemption, swaps would not be 
regulated under the CEA as long as they met four conditions that distinguished them 
from exchange-traded futures: 

• swaps may be traded only by “eligible participants,” that is, financial 
institutions, corporations, governmental units, and individuals with 
assets over SIO million; 

• the terms of swap agreements must be individually negotiated 
between the counterparties, rather than standardized contracts like 
futures and exchange-traded options; 


* In April 1993, the CFTC issued a separate exemption for OTC energy derivatives: these 
would not be considered subject to the CEA as long as all parties were actually involved in 
the underlying energy businesses, all contracts were subject to negotiation as to their 
material terms, contracts were held to expiration rather than traded actively, and all trades 
involved only principals. See Federal Register, v. 58, April 20, 1993. p. 21286. 
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• the creditworthiness of the counterparty must be a material 
consideration in swaps transactions;'’ and 

• there must be no “multilateral transaction execution facility,’’ i.e., 
a swaps exchange. 

In 2000, the financial swap market satisfied only the first of these conditions. 
Many swap contracts are standardized and fungible, and are traded short-term like 
any other financial instrument. Both in the United States and elsewhere, swaps 
exchanges and clearinghouses had been introduced orproposed. Therefore, the legal 
uncertainty of possible conflict with the CFTC’s exclusivejurisdiction remained, and 
there were concerns that the CEA and the CFTC exemptions were preventing the 
swaps market from adopting features of the exchange system (e.g., the clearing 
house) that would improve market safety and efficiency, or may have pushed such 
developments abroad. 

Legal uncertainty in the U.S. OTC market was a major issue in the 2000 CFTC 
reauthorization. Market participants and regulators supported making the current 
exemptions from the CEA a matter of statute rather than regulation, thereby settling 
the long dispute over who does (or should) have regulatory jurisdiction over swaps. 
This was done by the Commodity Futures Modernization Act of 2000, as described 
in CRS report RS20560, Derivatives Regulation: Legislation in the 106'*' Congress. 


Regulatory Jurisdiction over Derivatives 

Regulation of OTC Contracts 

Jurisdiction over OTC derivatives was a central issue in the 2000 CFTC 
reauthorization. Congressional efforts to address the issue in the past were made 
difficult by disagreements among federal regulators. A 1999 report issued by the 
President’s Working Group on Financial Markets, however, showed that the 
regulators had reached consensus on this and some related issues.'” The report 
recommended that swaps and other OTC markets should be excluded from the CEA, 
provided 1) that no retail investors are active in the markets and 2) that the contracts 


All futures contracts are guaranteed against one party’s default through the exchange’s 
clearinghouse, an associationof exchange members, which in effect takes the opposite side 
of each trade. Thus, the creditworthiness of the other party is not a consideration to futures 
traders. Under the exemption, swap traders must assess and assume the risk of counterparty 
default themselves. 

‘“President’s Working Group on Financial Markets. Over-the-Counler Derivatives Markets 
and the Commodity Exchange Act. November 1999. 35 p. (Hereinafter cited as IForitmg 
Group Report.) The Working Group consists of the Secretary of the Treasury and the 
chairmen of the Federal Reserve, the SEC, and the CFTC. 
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traded are not based on nonfinancial commodities whose supply is finite.^' These 
recommendations proceeded from the regulators’ conclusion that the two 
justifications forCEA-style regulation of derivatives - small investor protection and 
the potential for price manipulation - did not apply to the swaps market. That is, 
participants in that market are sophisticated and have the means to protect their own 
interests, and, secondly, manipulation of interest or exchange rates via the swaps 
market has not been observed in 20 years and is highly unlikely to occur in the 
future.'" In short, the regulators argue that the swaps market is like the government 
bond market or the foreign exchange market, where the general, longstanding view 
is that no public interest is served by more than a minimal regulatory presence. 

The choice before Congress in 2000 was whether to accept the 
recommendations of the Working Group. It could choose to exclude swaps from the 
CEA by expanding the existing exemption {to permit swaps clearing houses and 
exchange-like trading facilities) and making the excluition a matter of statute rather 
than of regulation. The effect of such action, besides reducing legal uncertainty in 
the swaps market, would be to allow' the OTC market to adopt features (clearing 
houses and multilateral trading systems) of the exchange markets - to strengthen self- 
regulation, in other words. Some viewed such changes in the marketplace as not only 
desirable in themselves'^ but essential to protect the U.S. industry'. Federal Reserve 
Chairman Alan Greenspan testified on February 10, 2000 that 

...I see a real risk that, if we fail to rationalize our regulation of centralized 
trading mechanisms for financial instruments, these markets and the related 
profits and employment opportunities will be lost to foreign jurisdictions that 
maintain the confidence of global investors without imposing so many regulatory 
constraints.'^ 

The Working Group’s implicit conclusion was that unregulated financial 
speculation is generally benign. The other view of speculation - embodied in the 
pre-2000 CEA - is that it may at times become excessive, and that artificial (and 
unwelcome) price volatility and market instability may follow. Accordingly, 
Congress could have chosen to apply to the OTC market some of the regulatory 
requirements that applied to the exchanges. The Working Group recommends that 
swaps clearing houses - which represent a concentration of risk'^ - should be 


" While the Working Group did not recommend that “finite supply” commodities be 
excluded from the CEA, because of manipulation concerns, it did endorse the exemption for 
energy derivatives that the CFTC had issued in 1993, and urged that the CFTC retain and 
use its exemptive authority in those markets that it did regulate, 

'■ Ibid., p. 16. 

” A swaps exchange could mean greater transparency, as prices became available to all 
market participants. The ability to open and close positions quickly could increase liquidity, 
reducing the cost of hedging. A clearing house would reduce the cost of monitoring 
counterparties’ creditworthiness, again possibly lowering the costs of hedging. 

T estimony before the Senate Banking Committee on the report of the President’s Working 
Group on Financial Markets. Hearing, 106"' Congress, 2"" session, February 10, 2000. 

A clearing house is a vehicle by which the market collectively assumes the risk of default, 

(continued...) 
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overseen by some federal regulator (or a foreign regulator that sets appropriate 
standards), but acknowledges thatjurisdictional problems may emerge as differently- 
regulated institutions offer clearing services for contracts based on many different 
underlying interests.''' 

The Working Group report also recommended that currently unregulated OTC 
derivatives dealers should be required to disclose certain financial information to 
regulators, in order that the regulators may be aware of developing problems in the 
OTC dealer affiliate that may threaten the regulated parent firm, whose financial 
stability is a matter of public interest.'^ Other aspects of CEA- and exchange-type 
regulation that Congress could have imposed on OTC dealers include minimum 
capital standards, registration of personnel, reporting of large trades and market 
positions, various record keeping requirements, disclosure of transaction price and 
volume data, and so on. However, measures of this type would draw the objection 
that unilateral U.S. regulation will simply drive the business overseas. 

The Commodity Futures Modernization Act of 2000 (CFMA) as enacted 
excludes financial OTC derivatives from CFTC regulation, provided that trading 
occurs only among “eligible contract participants:” financial institutions, businesses, 
government units, professional traders and brokers, institutional investors, 
individuals with over S10 million in assets, and so on, but not small businesses or 
individual investors. Derivatives based on agricultural commodities, on the other 
hand, remain under CFTC jurisdiction and can only be traded on regulated 
exchanges. All other commodities - including energy and metals - fall into a third 
category of “exempt commodities.” OTC derivatives in exempt commodities may 
be traded among eligible contract participants without CFTC regulation, but certain 
CEA provisions against fraud and manipulation continue to apply to these markets. 

OTC clearing houses and exchanges are subject to various disclosure and 
oversight provisions in the CFMA. The 2000 law contains no provisions requiring 
disclosure by unregulated derivatives dealers. 

Deregulation of the Futures Exchanges 

The Issue of Fair Competition. 

OTC derivatives and exchange-traded financial futures contracts are direct 
competitors in the marketplace. Before the 2000 legislation, the futures exchanges 
contended that the unregulated status of the OTC markets constituted an unfair 
competitive advantage. The pre-2000 CEA required the exchanges to submit rule 


(...continued) 

removing the ri.sk that a single swaps dealer could be hurt by a customer default. On the 
other hand, a clearing house failure -during a severe market disruption - could cause wider 
systemic problems than a single dealer failure. 

Working Group Report, p. 1 9, The report does not make specific recommendations as to 
the kind of regulatory oversight that would be desirable. 

' ' Ibid,, p. 34. This would involve amending the securities laws, as well as the CEA, 
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changes and new contracts for CFTC approval, to maintain an audit trail for all 
transactions, to collect data on the trading activity positions of large traders, to 
include outsiders on governing boards and disciplinary committees, and so on. 
Futures commission merchants (brokers) must register with the CFTC, must meet 
proficiency and ethical standards, must segregate customers’ funds, and must disclose 
financial information about themselves and certain of their affiliates. In addition, the 
CFTC has broad authority to intervene in exchange affairs when it determines that 
the public interest requires it. Such “micro-regulation” does not apply to the OTC 
markets. 

The exchanges for years called for a “level playing field.” In addition to 
competition from the fast-growing OTC markets (see figure 2 above), U.S. 
exchanges now face competition from foreign futures exchanges, as figure 3 
suggests. As electronic trading systems proliferate, and as the trading day lengthens, 
a foreign futures exchange listing identical contracts and offering a cost advantage 
could take away significant amounts of the U.S. industry’s business.'* 

The lOS* Congress considered, but did not enact, legislation that would have 
permitted the exchanges to operate “professional markets,” from which small 

Figure 2. Futures Contracts Traded: U.S. 
versus Foreign Exchanges, 1991-99 


700 



1991 92 93 94 95 96 97 98 99 

Source: Bank for International Settlements. 


investors would be excluded, and which would as a result be free of most of the 
requirements of the CEA.'’ Similar proposals reappear in the Working Group’s 
report, which questions the need for direct regulation of financial futures markets if 


Such international “poaching” is not hypothetical: Singapore dominates the market for 
Japanese stock index futures, and London was the center for contracts based on German 
government bonds until the recent emergence of a liquid futures market in Gennany. 

H.R. 467 and S, 257 (105'" Congress). See CRS Report 97-413 E, The Commodity 
Exchange Ad: Legislative History Since 1974, for analysis of these proposals. 
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small investors needing protection from fraud are absent and if the possibility for 
manipulation is small. The report calls for Congress to provide explicit authority for 
the CFTC to provide regulatory relief for exchange-traded financial fUnires markets, 
if it determines that such relief is in the public interest.^® Again, the line is drawn 
between financial futures and contracts based on physical commodities where supply 
is limited (making the creation of artificial shortages possible) and where the futures 
markets serve a price discovery function, that is, where the futures market price is a 
benchmark for cash market transactions. 

Chairman William Rainer of the CFTC supported these deregulatory initiatives. 
The CFTC had in progress two rulemaking initiatives that would allow the exchanges 
to introduce new contracts or to change their rules without prior CFTC approval. T o 
the exchanges, these were crucial changes that would allow them greater flexibility 
in responding to competition. The chairman stated his intention ofmoving the CFTC 
“from being a frontline to an oversight regulator.”"' This meant, basically, that the 
CFTC would stand back and let the financial derivatives markets evolve in response 
to market forces, and step in only if something goes wrong. The Working Group 
takes a similar attitude towards the rapidly-changing OTC market: “[S]uch systems 
should be allowed to grow, unburdened by a new anticipatory statutory structure that 
could prove entirely inappropriate to their eventual evolution. 

The CFMA includes provisions that allow the futures exchanges to establish 
less-regulated or unregulated markets in nonagricultural contracts from which small 
investors would be excluded. As of early 2002, however, a year after passage of the 
CFMA, the exchanges had not proposed to create such unregulated markets. 

It is worth noting that the major costs of exchange trading - margin 
requirements, marking-to-market (which requires losses to be paid up daily), and 
clearing fees - are not the results of government regulation but of self-regulation. 
They are imposed by the industry itself to assure market integrity - to insure, that is, 
that all contracts are fulfilled. A number of current ventures propose to bring some 
of these self-regulatory mechanisms to the OTC market, as noted above. However, 
it is not clear that exchange-trading of swaps or a swaps clearing house will succeed 
in the marketplace. The major swaps dealers - 10 institutions accounted for 45% of 
the market at the end of 1998'“’ - may resist changes in market structure that could 
challenge their dominance. 

Regarding competition from foreign futures markets, a strong system of 
regulation may be a marketing advantage. Traders will certainly seek out the lowest 


■” Working Group Report, p. 21-23. 

■' Remarks of CFTC Chairman William J. Rainer at the 22"® Annual Chicago-Kent college 
of Law Derivatives and Commodities Law Institute. Chicago, October 28, 1999. 

■■ Working Group Report, p. ! 8. 

Trend Toward Concentration Accelerated Last year. Swaps Monitor, vol. 12, August 2, 
1 999. p. 1 . The top 20 institutions, of which 9 are American, had 64%, up from 50% in 
1995. 
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transaction costs, but their perceptions of market integrity will also influence their 
choice of trading venues. 

It is uncertain how the futures trading would change if financial futures were 
deregulated. Would major features of exchange system (such as standardized 
contracts and uniform margin rules) be abandoned, even as the OTC market 
considers adopting them? An advantage of the OTC market is said to be the 
flexibility of tailoring the terms of each contract to the customer’s individual needs. 
Customization, however, discourages short-term trading, making it difficult to 
develop the kind of high-volume liquidity that characterizes the exchange system 
(and which the OTC market would like to foster). 


Other Regulatory Issues 

Single-Stock Futures and the Shad-Johnson Accord 

In November 1 999, Senators Gramm and Lugar sent a letter to regulators asking 
for a study of the feasibility of removing the pre-2000 ban on futures contracts based 
on individual stocks. The ban dated from the Shad-Johnson accord of 1 982, which 
demarcates SEC and CFTCJurisdiction over stock-based derivatives contracts. ■'* The 
SEC traditionally opposed such futures contracts on the grounds that the leverage 
available in futures contracts (purchase of a futures contract generally requires a cash 
outlay of only 3-6 percent of the cash value of the underlying commodity) could lead 
to excessive price volati lity and manipulation of the underlying stocks ’ price, and that 
individual stock futures could also serve as a vehicle for illegal insider trading. 
Nevertheless, the Working Group report states that the members agree that the 
prohibition against single-stock futures “can be repealed if issues about the integrity 
of the underlying securities market.. .are resolved.”'’ The report does not call for 
immediate repeal, however, but urges further study of the issue by the SEC and the 
CFTC. 

The CFMA authorized trading in single-stock futures, although over the course 
of consideration of the legislation, the instruments came to be known as “security 
futures.” Security futures will be traded on either stock or futures exchange, and the 
SEC and CFTC will share regulatoryjurisdiction. The CFMA states that tradingmay 
begin one year after enactment, but as of December 20, 2001, the rules and 
regulations were not yet in place. 

When trading begins, single stock futures can be expected to boost trading 
volume in futures and in the underlying stocks themselves. Millions of shares are 
traded daily on the New York Stock Exchange as part of index arbitrage trading 


Basically, the accord said that futures and options on futures could be traded on futures 
exchanges, while options on indexes and individual stocks would be traded on securities 
exchanges under SEC jurisdiction. The SEC retained a right of approval over new stock- 
based derivatives contracts to be traded on futures exchanges. 

Working Group Report, p. 32. 
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strategies - the buying and selling of shares in response to fluctuations in the price 
of stock index futures and options. 

Conclusion 

With their 1999 report, the regulatory agencies in the Working Group put aside 
their old jurisdictional quarrels and reached a consensus that speculation in financial 
derivatives by sophisticated institutions and individuals is generally a beneficial 
activity which government regulation is more likely to hinder than help, The pre- 
2000 Commodity Exchange Act, with its detailed guidance for market practices and 
its statutory bias against “excessive” speculation, is viewed by the Working Group’s 
report (and by much of the derivatives industry) as an appropriate model for 
regulation of traditional agricultural commodity futures, where shortages occur and 
attempts to comer or squeeze the market have been more or less successful in the 
past. But the Working Group report viewed the CEA as an obstacle to progress in 
the new world of derivative finance, and as a competitive disadvantage to American 
firms competing in an international market. 

The 2000 CFMA responds to most of the recommendations in the Working 
Group’s report. The final legislation included a codification of the unregulated status 
of OTC derivatives markets and gave the CFTC authority to deregulate the financial 
futures contracts traded on the exchanges. 

Earlier in 1999, the Working Group issued a report on hedge funds -■ 
unregulated investment pools available only to financial institutions and very wealthy 
individuals - that recommended the imposition of new disclosure requirements, on 
the grounds that the failure of a single large speculator with a highly-leveraged 
position could cause widespread financial disruption.’* The report noted that the 
proprietary trading operations of large banks and securities firms pursue the same 
trading strategies as hedge funds, and pose the same risks. As noted above, a few 
dozen large banks and brokerages dominate the market for OTC derivatives. 
Legislation considered but not passed by the 1 06'’’ Congress would have required the 
largest hedge funds to file quarterly reports on the size and riskiness of their market 
positions with the Federal Reserve.’’ 

In late 2001, the collapse on Enron Corp., a large unregulated dealer in OTC 
energy derivatives, raised questions about whether the CFMA left unfinished 
business. Would imposing disclosure requirements on OTC dealers bring more 
transparency to the markets? Enron’s rapid fall revealed that even sophistcated 
observers - such as Wall Street analysts and bond raters ~ had no clear picture of the 
firm’s true financial condition, or even the precise nature of its business activities. 
While the Enron bankruptcy seems to have had little visible effect on physical cash 
markets in energy products, in other circumstances the failure of a large derivatives 


President’s Working Group on Financial Markets. Hedge Funds, Leverage, and the 
Lessons of Long-Term Capital Management. April 1999. 43 p. and appendices. 

” See CRS Report RS20394, The Hedge Fund Disclosure Act: Analysis of H.R. 2924. 
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dealer might have wide repercussions and do damage to firms not directly involved 
with the failed dealer. 

A reduction of government regulation (or an endorsement of the unregulated 
status of certain markets, which the CFMA was) need not increase the potential for 
market instability. In fact, the U.S. financial system has proved to be very robust and 
resilient in response to a series of financial shocks linked to derivatives - from the 
1987 stock market crash to the Long-Term Capital Management hedge fund rescue 
in 1998, and now the Enron bankruptcy. However, similar events can be expected 
in the future,’* and government agencies will have to act, on the basis of whatever 
information they have in hand, to prevent crises from spreading and spilling over into 
the real economy. The question in regard to unregulated derivatives dealers is 
whether regulators and market participants have sufficient information to detect 
financial crises in advance, or respond to them as they occur. 


“ As the Working Group’s hedge fund report (see note 25 supra) puts it: “[M]arket history 
indicates that even painful lessons recede from memory with time.” (p. viii) 
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June 18. 2008 

Dear Senators and Congressmen; 

We represent participants in America's financial services sector, including banks and investment firms, 
investment companies, pension funds, individual retirement accounts, manufacturers and retailers. Our sector of the 
economy produces 8% of America’s GDP and employs 5% of our workers. In fact, the companies and individuals 
we represent can be found in every city and town across the US. 

In recent weeks, you may have heard complaints about speculation in the energy and commodity markets. 
We are writing to make two basic points: 

First, liquid and efficient energy and commodities markets are essential to the economy, and speculators 
play a crucial role in these markets. As discu.ssed in more detail below, speculators take the risks hedgers want to 
avoid. Without speculation, consumers would likely pay more for energy and commodities. 

Second, some of the drastic proposals to revamp futures market regulation now being discussed would be 
counter-productive. Those proposals range from an outright ban on speculation in commodities and energy futures 
markets to higher margin requirements to revocation of important international agreements on cooperation with 
foreign regulators. They would drive needed speculative capital from our markets to other trading venues that arc 
less accessible to U.S. regulators or generally less transparent. These proposals do not offer realistic responses to 
markets that are global and linked more and more everyday by nano-second trading technology. 

Commodities and energy derivatives markets (including both over-the-counter and exchange traded) 
provide a valuable means by which businesses and individuals can hedge the risk of adverse movements in 
commodity prices. America's derivatives exchanges are the largest in the world, and, in recent years, both on and 
off exchange derivative activity in the U.S. has seen tremendous growth. 

These markets are composed of both “hedgers," who are persons seeking to hedge some sort of financial or 
other risk, and “speculators," who are persons willing to take on that risk in the hope of making a profit. Some 
hedgers seek to mitigate the risk of price increases and others seek protection from prices falling. Thus hedgers can 
be found on both sides of the market. Similarly, speculators are not uniformly buyers or sellers in the market, but 
can also be found on both sides of the market. Speculators perform a very important market function in providing 
liquidity to the market, making it possible for hedgers to efficiently enter and exit the market and reducing the bid- 
offer spreads and the transaction costs of all market participants. Both hedgers and speculators are needed for a 
market to serve its price-discovciy^ function. 

Unfortunately, some have confused speculation with manipulation or other abusive market practices. 
Blaming speculation or any specific trading practice for rising or falling commodity and energy prices without real 
evidence of wrongdoing is misguided. Those kinds of charges create tbe very real possibility that speculators will 
choose to abandon these markets and use their investment dollars elsewhere. Such an exodus threatens the healthy 
functioning of the markets and the economy. 

Our futures markets and commodity regulators already have and utilize significant regulatory authority in 
the form of speculative position limits, large trader reporting requirements, and special call authority, as well as 
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market surveillance resources and enforcement powers to prevent, detect and prosecute attempted manipulations. 
With regard to energy prices in particular. Congress has been active in recent years establishing new authority for a 
number of federal regulators. For instance in 2005 Congress increased the authority of the Federal Energy 
Regulatory Commission to pursue wrongdoing in the markets for electricity and natural gas as part of the Energy 
Policy Act. In 2007 Congress gave the Federal Trade Commission authority to pursue fraud and manipulation in the 
wholesale market for petroleum products as part of the Energy Independence and Security Act. And just last month 
Congress substantially increased the Commodity Futures Trading Commission's oversight and regulation of 
electronic commercial markets as part of the Farm Bill. 

In addition to allegations of excess speculation, some have focused on the role of institutional investors in 
commodity and energy prices. These include investors such as public and private pension funds, investment 
companies, and commodity index fracking funds. These investors allow average middle class Americans to hedge 
the risk of rising prices by giving them exposure to commodities, which serv'es as a hedge against inflation risk. 
Because of the ability, for example, to protect persons such as retirees or prospective retirees from seeing their assets 
decline, these types of investments have increased in popularity in recent years. 

Some have confused these trading opportunities with rising commodity prices, and sought to limit the 
ability of institutional investors to acce.ss derivatives. If successful these efforts would substantially harm the ability 
of Americans to protect themselves against inflation and would wrongly limit their investment options in general. 
Before Congress takes any action to limit the ability of average Americans to protect themselves from inflation in 
this way, it should make certain that the alleged adverse market effects of these kinds of investments have a real 
basis in fact. 

We applaud Congress' efforts to explore abusive market practices. We fully support efforts to ensure 
America’s commodity markets remain fair, liquid and competitive. To that end we endorse efforts to increase 
funding for the CFTC. However, we strongly urge caution when it comes to the reform of these markets. Hastily 
enacted initiatives threaten to undermine these markets at the very time they are most needed and damage them to 
the detriment of both America's financial competitiveness and our overall economic health. Congress should take 
great care to ensure that the unintended consequences of any proposed market reforms will not outweigh any 
potential perceived benefits. A careful, studied and measured approach is critical to these efforts. 

Thank you for your consideration. 


Sincerely, 

International Sw’aps and Derivatives Association 
Futures Industry Association 
Managed Funds Association 
Investment Company Institute 

Securities Industry and Financial Markets Association 


The Financial Services Roundtable 
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Key terms for Energy Speculation Hearing 6/23/08 

Bilateral markets — These are over-the-counter (OTC) markets where trades are conducted 
directly between two parties via telephone or computer. Bilateral markets are not currently 
subject to the U.S. Commodity Futures Trading Commission (CFTC) regulation or disclosures, 

Brent Crude Oil — The Brent Crude Oil contract is traded on the InterContinental Exchange 
(ICE) and provides a benchmark price for much of the oil produced in Europe. Brent Crude is 
sourced from the North Sea. 

CFTC Special Call — Issued May 29, 2008, this will allow CFTC to gather data on the size of 
commodity index and commodity swap positions, and clarify the size of speculative index 
investor positions. 

Commitment of Traders (COT) report — Weekly report published by the CFTC listing the 
open index of its nine regulated exchanges. The CFTC divides traders into “commercial” and 
“non-commercial” trading categories. 

Commercial vs. Non-Commercial categories — How the CFTC categorizes traders in its 
Commitments of Trader reports. The Non-Commcrcial trader category includes hedge funds and 
traditional speculators. The Commercial trader category includes physical producers, refiners, 
consumers, and swap dealers. Since CFTC’s classification of “commercial” traders includes 
speculators such as swap dealers, it is currently impossible to tell how much of the commercial 
trading going on is actual physical hedgers versus speculators. CFTC announced it will re- 
examine this classification problem. 

Commodity Indexes — The two most popular indexes are the GSCl and the DJ-AIG. Because 
futures prices have become the benchmark for spot market prices, the indexes are based on 
commodities futures prices, not physical commodity prices 

S&P GSCl — Standard & Poors-Goldman Sachs Commodity Index, holds about 60 
percent of the commodity futures market share. It includes 24 commodities weighted 
worldwide. 

DJ-AlG — Dow Jones- AIG Commodity Index holds about 35 percent of the commodity 
futures market share and includes 19 commodities weighted worldwide. 

Derivatives — A financial instrument whose characteristics and value depend upon the 
characteristics and value of an underlier, typically a commodity (e.g., oil), bond, equity, or 
currency. Examples of derivatives include futures, swaps, and options. 

Designated Contract Market (DCM) — A commodity market regulated by the Commodity 
Futures Trading Commission. Examples areNYMEX and the Chicago Mercantile Exchange. 
Trading is done on electronic platforms and through voice brokers in the trading “pits” or 
“floor.” All futures trades on NYMEX go through a clearing house. 




391 


- 2 - 


Enron Loophole — As part of the Commodity Futures Modernization Act of 2000, the “Enron 
Loophole” created an exemption for large energy traders (over $10 million in assets) to trade 
futures on unregulated exempt commercial markets, such as ICE. The Food Energy Security Act 
of 2008 partially closes this loophole by subjecting traders on ECMs to market integrity rules 
and reporting requirements if the energy contract is deemed a “significant price discovery 
contract.” CFTC must make the distinction of what is a significant price discovery contract. 

Exempt Commercial Market (ECM) — An over-the-counter electronic trading platform used 
by large traders (> $10 million assets) which is exempted Ifom regulation pursuant to Section 
2(h)(3) of the Commodities Exchange Act. Traders can obtain prices and execute trades off- 
exchange. Examples include ICE-OTC and the Chicago Climate Exchange. 

FSA — The Financial Service Authority is the U.K. version of the CFTC. The FSA has a 
different regulatory scheme than CFTC and does not require position limits, accountability 
levels, or publish Commitment of Trader reports. The FSA regulates ICE. 

Foreign Board of Trade Loophole — This loophole allows a foreign board of trade to avoid 
registering as a designated contract market by receiving a “no-action letter” from the CFTC. 

Once exempted, the exchange is not subjected to CFTC regulation and the same regulations 
imposed on NYMEX. 

Futures— A futures contract is a standardized, transferable, exchange-traded contract that 
requires delivery of a commodity (e.g., oil), bond, currency, or stock index, at a specified price, 
on a specified future date. Generally, the delivery does not occur; instead, before the contract 
expires, the holder usually “squares their position” by paying or receiving the difference between 
the current market price of the underlying asset and the price stipulated in the contract. 

ICE — The Intercontinental Exchange. ICE Futures Europe offers the WTI Crude Oil contract on 
trading screens located in the U.S. 

Index Speculator — Index speculators are predominantly institutional investors such as pension 
funds, sovereign wealth funds, university endowments, public and private foundations, and life 
insurance companies. Index speculators are trying to profit from price movements in commodity 
futures, but are not involved in the production or consumption of any tangible commodity, nor 
are they able to make or take delivery of the commodities they are trading. 

Liquidity — Generally defined as an assets ability to be converted through an act of buying or 
selling without causing a significant movement in the price. 

Margin — A margin is collateral that the holder of a position in securities, options, or futures 
contracts has to deposit to cover the credit risk of his counterparty (most often his broker). 

Open Interest — The total number of options and/or futures contracts that are not closed or 
delivered on a particular day. Open interest represents the amount of derivative contracts that are 
currently active as opposed to the volume, which represents the amount of options or futures 
traded on a particular day. 
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Physical hedgers — Producers, refiners, or consumers of commodities who are hedging (buying 
futures in the commodities markets) in order to offset their price risk. Examples include an oil 
producer who wants to lock in his future selling price for when he extracts and sells his oil 
months from now. Hence, he will purchase a futures contract guaranteeing future delivery of a 
set amount of oil at a certain price. A heating oil dealer will lock in winter purchase costs in the 
prior summer to protect himself from rising oil prices. A farmer may seek to lock in the price of 
wheat in the spring to protect against price changes when it comes time to harvest in the fall. 

Position limits — CFTC-imposed or exchange-imposed limits plaeed on the number of contracts 
held by an entity. The CFTC currently imposes position limits on speeulators, but not those 
deemed “bona fide hedgers” or those who have an underlying physical position in the market. 
The FSA does not impose position limits on the exchanges it regulates. 

Rolling/Goldman Roll — Because speculators do not wish to take delivery of the commodities 
they are trading, at the end of each contract period they must roll their positions. Traders must 
roll their positions in the same manner that the indices roll their weight at the end of each 
monthly contract period. Traders sell the expiring contract and buy a new one so that their 
overall position in the commodities market remains the same, but no physical delivery need 
occur. Because of the size and the regularity of this rolling pattern, it has come to be known as 
the Goldman Roll in trading circles and speculators will strategically plan to position themselves 
around it taking place. 

Short and Long Positions — In the case of a futures contract, a short position is the promise to 
sell a certain quantity of a good at a particular price in the future. A long position is the promise 
to buy a certain quantity of a good at a particular price in the future. 

Sovereign Wealth Fund (SWF) — State-owned investment funds. Some are investing in 
commodities indexes through swaps in the same manner as other institutional investors. The 
total assets managed under sovereign wealth funds amount to around S3 trillion. Countries with 
large SWFs include UAE, Singapore, Norway, China, and Kuwait. 

Spreads — A spread trade refers to the act of buying one security or futures contract and selling 
another related one, in an attempt to profit from the change in the price difference between the 
two. Common examples are: a crack spread, trying to profit between the change in price 
difference of crude oil and gasoline; an option spread, seeking to profit between the price 
difference of two option contracts on the same underlying stock or commodity; and a calendar 
spread, trying to profit between the price difference of an option or commodity with different 
expiration/delivery dates. 

Swap — A swap is a derivative in which two parties agree to exchange one stream of cash flows 
against another stream. These streams are called the legs of the swap. Swaps can be used to 
hedge certain risks such as interest rate changes, or oil price changes. The cash flows are 
calculated over a notional principal amount, which is usually not exchanged between parties. 
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How they work in the Commodities Market — Investment in the commodities markets 
requires the investor to be very active in buying and selling futures in order to replicate 
the monthly index. Due to the complex and time-intensive nature of rolling these 
positions, 85 percent of institutional investors outsource the management of their futures 
trading to a Wall Street bank like Goldman Sachs. They do this by entering into 
commodity index swaps with these banks. 

In a typical commodity index swap, the institutional investor (ex. pension fund) agrees to 
pay the bank a management fee and a 3-month Treasury-bill rate. The bank agrees to pay 
the investor the total return on either the GSCI or DJ-AIG index in exchange. The 
pension fund will invest the notional value of the swap in T-bills, and make periodic 
payments to the bank. The bank is then obligated to pay the total return index, and in 
order to do so must hedge its position by buying futures in the commodities market. The 
result of this is that swap dealers are investing large amounts of capital into the 
commodities markets on behalf of the institutional investors, but are classified as 
commercial traders and not subject to position limits (see swap loophole below). 

Swap loophole — Bona fide hedgers who have commercial operations — like an oil producer or a 
farmer — are exempted from position limits. In 1991, however, the CFTC began to classify 
swaps dealers as “bona fide hedgers” based on the argument that they have a price risk. 

Traditional Speculator — A traditional speculator in the commodity market makes decisions 
about whether to buy or sell futures based on what is going on in the physical market and in line 
with supply and demand fundamentals. They are needed to provide liquidity in the futures 
markets as they ensure there are needed buyers and sellers available when there is a mismatch 
between producers and consumers who want to hedge their price risk. 

WTI Crude Oil — The West Texas Intermediate (WTI) futures contract serves as the benchmark 
price used for most spot market transactions. The WTI began trading in 1983 and now is traded 
on NYMEX and ICE. Each WTI oil futures contract represents 1,000 barrels of oil. At S134 per 
barrel, the notional value of one contract is $134,000. 
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Good morning and thank you, Mr. Chairman and Members of the Committee, for the 
invitation to speak to you today. This is a topic that I care deeply about, and I 
appreciate the chance to share what I have discovered. 

i have been successfully managing a long-short equity hedge fund for over 12 years 
and I have extensive contacts on Wall Street and within the hedge fund community. It’s 
important that you know that I am not currently involved in trading the commodities 
futures markets. I am not representing any corporate, financial, or lobby organizations. I 
am speaking with you today as a concerned citizen whose professional background has 
given me insight into a situation that I believe is negatively affecting the U.S. economy. 
While some in my profession might be disappointed that I am presenting this testimony 
to Congress, I feel that it is the right thing to do. 

You have asked the question “Are Institutional Investors contributing to food and energy 
price inflation?’’ And my unequivocal answer is “YES.” In this testimony I will explain 
that Institutional Investors are one of, if not the primary, factors affecting commodities 
prices today. Clearly, there are many factors that contribute to price determination in the 
commodities markets; I am here to expose a fast-growing yet virtually unnoticed factor, 
and one that presents a problem that can be expediently corrected through legislative 
policy action. 

Commodities prices have increased more in the aggregate over the last five years than 
at any other time in U.S. history.^ We have seen commodity price spikes occur in the 
past as a result of supply crises, such as during the 1973 Arab Oil Embargo. But today, 
unlike previous episodes, supply is ample: there are no lines at the gas pump and there 
is plenty of food on the shelves. 

If supply is adequate - as has been shown by others who have testified before this 
committee^ - and prices are still rising, then demand must be increasing. But how do 
you explain a continuing increase in demand when commodity prices have doubled or 
tripled in the last 5 years? 

What we are experiencing is a demand shock coming from a new category of 
participant in the commodities futures markets: Institutional Investors. Specifically, 
these are Corporate and Government Pension Funds, Sovereign Wealth Funds, 
University Endowments and other Institutional Investors. Collectively, these investors 
now account on average for a larger share of outstanding commodities futures contracts 
than any other market participant,^ 

These parties, who I call Index Speculators, allocate a portion of their portfolios to 
“investments” in the commodities futures market, and behave very differently from the 
traditional speculators that have always existed in this marketplace. I refer to them as 
“Index” Speculators because of their investing strategy: they distribute their allocation of 
dollars across the 25 key commodities futures according to the popular indices - the 
Standard & Poors - Goldman Sachs Commodity Index and the Dow Jones - AIG 
Commodity index,'* 
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I’d like to provide a little background on how this new category of “investors” came to 
exist. 


In the early part of this decade, some institutional investors who suffered as a result of 
the severe equity bear market of 2000-2002, began to look to the commodity futures 
market as a potential new “asset class” suitable for institutional investment. While the 
commodities markets have always had some speculators, never before had major 
investment institutions seriously considered the commodities futures markets as viable 
for larger scale investment programs. Commodities looked attractive because they have 
historically been “uncorrelated,” meaning they trade inversely to fixed income and equity 
portfolios. Mainline financial industry consultants, who advised large institutions on 
portfolio allocations, suggested for the first time that investors could “buy and hold” 
commodities futures, just like investors previously had done with stocks and bonds. 


Index Speculator Demand Is Driving Prices Higher 


Today, Index Speculators are pouring billions of dollars into the commodities futures 
markets, speculating that commodity prices will increase. Chart One shows Assets 
allocated to commodity index trading strategies have risen from $13 billion at the end of 
2003 to $260 billion as of March 2008, ^ and the prices of the 25 commodities that 
compose these indices have risen by an average of 183% in those five years!® 


I CHART ONE | 


COMMODITY INDEX INVESTMENT COMPARED 
TO S&P GSCI SPOT PRICE COMMODITY INDEX 



Source: Goldman Sachs, Bloomberg, CFTC Commitments of Traders CIT Supplement, < 
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According to the CFTC and spot market participants, commodities futures prices are the 
benchmark for the prices of actual physical commodities, so when Index Speculators 
drive futures prices higher, the effects are felt immediately in spot prices and the real 
economy/ So there is a direct link between commodities futures prices and the prices 
your constituents are paying for essential goods. 

The next table looks at the commodity purchases that Index Speculators have made via 
the futures markets. These are huge numbers and they need to be put in perspective to 
be fully grasped. 

In the popular press the explanation given most often for rising oil prices is the 
increased demand for oil from China. According to the DOE, annual Chinese demand 
for petroleum has increased over the last five years from 1 .88 billion barrels to 2.8 billion 
barrels, an increase of 920 million barrels.® Over the same five-year period. Index 
Speculators’ demand for petroleum futures has increased by 848 million barrels.® The 
increase in demand from Index Speculators is almost equal to the increase in demand 
from China! 


Commodity Purchases By index Speculators The Last 5 Years 


Sector 

Commodity 

Previous Futures 
Market Stockpile 
Units January 1, 2003 

Net Purchases 
Last SV 4 Years 

Current Futures 
Market Stockpile 
March 12, 2008 

Agricultural 

Cocoa 

Metric Tons 

18.828 

303,352 

322.180 


Coffee 

Pounds 

195,716,944 

2,238.858,056 

2,434,575.000 


Corn 

Bushels 

242,561,708 

2,138.383,292 

2,380.945,000 


Cotton 

Pounds 

544,934,999 

5,548,915.001 

6,093.850.000 


Soybean Oil 

Pounds 

163,135,678 

4,312.624,322 

4,475.760,000 


Soybeans 

Bushels 

81,028.272 

890.616,728 

971,645,000 


Sugar 

Pounds 

2.291,358,746 

46.094,097.254 

48,385,456,000 


Wheat 

Bushels 

166,738.225 

967,351.775 

1,134,090,000 


Wheat KC 

Bushels 

54,746,014 

102.618,986 

157.365,000 

Livestock 

Feed Cattle 

Pounds 

104.446.612 

365,453,388 

469,900,000 


Lean Hogs 

Pounds 

517,414.747 

3,827,425,253 

4,344.840,000 


Live Cattle 

Pounds 

669,766,732 

5,099,033,268 

5.768,800,000 

Energy 

Brent Crude Oil Barrels 

47.075.357 

144,524,265 

191,599,621 


WT! Crude Oil 

Barrels 

99,880,741 

538,499,579 

638,380,320 


Gasoil 

Metric Tons 

1,682.662 

6,027,680 

7,710,342 


Heating Oil 

Gallons 

1,067,859.608 

2,568.925,661 

3,636,785,269 


Gasoline 

Gallons 

1,102,184,401 

2.488,458.616 

3,590.643,018 


Natural Gas 

Million BTUs 

330.652.415 

1,932,356,225 

2,263,008,640 

Base Metals 

Aluminum 

Metric Tons 

344.246 

3,232,406 

3,576,652 


Lead 

Metric Tons 

82,019 

158,726 

240.745 


Nickel 

Metric Tons 

20,147 

101,988 

122.135 


Zinc 

Metric Tons 

133,381 

1,182,091 

1,315,472 


Copper 

Metric Tons 

220.096 

1,144.538 

1.364,634 

Precious Metals Gold 

Troy Ounces 

979.863 

8.742,401 

9,722,264 


Silver 

Troy Ounces 

11,126.862 

152,866,187 

163,993,049 


Sources: Goldman Sachs, Standard & Poors, Dow Jones, 
CFTC Commitments of Traders CIT Supplement, calculations 
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In fact, index Speculators have now stockpiled, via the futures market, the equivalent of 
1 ,1 billion barrels of petroleum, effectively adding eight times as much oil to their own 
stockpile as the United States has added to the Strategic Petroleum Reserve over the 
last five years.'"’ 

Let's turn our attention to food prices, which have skyrocketed in the last six months. 
When asked to explain this dramatic increase, economists’ replies typically focus on the 
diversion of a significant portion of the U.S. corn crop to ethanol production.’’ What 
they overlook is the fact that Institutional Investors have purchased over 2 billion 
bushels of corn futures in the last five years. Right now. Index Speculators have 
stockpiled enough corn futures to potentially fuel the entire United States ethanol 
industry at full capacity for a year,’^ That’s equivalent to producing 5.3 billion gallons of 
ethanol, which would make America the world’s largest ethanol producer.’^ 

Turning to Wheat, in 2007 Americans consumed 2.22 bushels of Wheat per capita.’'' At 
1 ,3 billion bushels, the current Wheat futures stockpile of Index Speculators is enough 
to supply every American citizen with all the bread, pasta and baked goods they can eat 
for the next two years! 

Index Speculator Demand Characteristics 

Demand for futures contracts can only come from two sources; Physical Commodity 
Consumers and Speculators. Speculators include the Traditional Speculators who have 
always existed in the market, as well as Index Speculators. Five years ago. Index 
Speculators were a tiny fraction of the commodities futures markets. Today, in many 
commodities futures markets, they are the single largest force,’® The huge growth in 
their demand has gone virtually undetected by classically-trained economists who 
almost never analyze demand in futures markets. 

Index Speculator demand is distinctly different from Traditional Speculator demand; it 
arises purely from portfolio allocation decisions. When an Institutional Investor decides 
to allocate 2% to commodities futures, for example, they come to the market with a set 
amount of money. They are not concerned with the price per unit; they will buy as many 
futures contracts as they need, at whatever price is necessary, until all of their money 
has been “put to work.” Their insensitivity to price multiplies their impact on commodity 
markets. 

Furthermore, commodities futures markets are much smaller than the capital markets, 
so multi-billion-dollar allocations to commodities markets will have a far greater impact 
on prices. In 2004, the total value of futures contracts outstanding for all 25 index 
commodities amounted to only about $180 billion.’® Compare that with worldwide 
equity markets which totaled $44 trillion”', or over 240 times bigger. That year, index 
Speculators poured $25 billion into these markets, an amount equivalent to 14% of the 
total market.’® 
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I CHART TWO 


Commodity Futures Market Size 



Source: Bfoombcrg. CFTC Commilments of Traders C/T Svp^ement. calculations 

Chart Two shows this dynamic at work. As money pours into the markets, two things 
happen concurrently: the markets expand and prices rise. 

One particulariy troubling aspect of Index Speculator demand is that it actually 
increases the more prices increase. This explains the accelerating rate at which 
commodity futures prices (and actual commodity prices) are increasing. Rising prices 
attract more Index Speculators, whose tendency is to increase their allocation as prices 
rise. So their profit-motivated demand for futures is the inverse of what you would 
expect from price-sensitive consumer behavior. 

You can see from Chart Two that prices have increased the most dramatically in the first 
quarter of 2008. We calculate that Index Speculators flooded the markets with $55 
billion in just the first 52 trading days of this year.’^ That's an increase in the dollar 
value of outstanding futures contracts of more than $1 billion per trading day. Doesn’t it 
seem likely that an increase in demand of this magnitude in the commodities futures 
markets could go a long way in explaining the extraordinary commodities price 
increases in the beginning of 2008? 


There is a crucial distinction between Traditional Speculators and Index Speculators: 
Traditional Speculators provide liquidity by both buying and selling futures. Index 
Speculators buy futures and then roll their positions by buying calendar spreads. They 
never sell. Therefore, they consume liquidity and provide zero benefit to the futures 
markets. 2° 


400 


It is easy to see now that traditional policy measures will not work to correct the problem 
created by Index Speculators, whose allocation decisions are made with little regard for 
the supply and demand fundamentals in the physical commodity markets, if OPEC 
supplies the markets with more oil, it will have little affect on Index Speculator demand 
for oil futures. If Americans reduce their demand through conservation measures like 
carpooling and using public transportation, it will have little affect on Institutional 
Investor demand for commodities futures. 

Index Speculators' trading strategies amount to virtual hoarding via the commodities 
futures markets, institutional Investors are buying up essential items that exist in limited 
quantities for the sole purpose of reaping speculative profits. 

Think about it this way: If Wail Street concocted a scheme whereby investors bought 
large amounts of pharmaceutical drugs and medical devices in order to profit from the 
resulting increase in prices, making these essentia! items unaffordable to sick and dying 
people, society would be justly outraged. 

Why is there not outrage over the fact that Americans must pay drastically more to feed 
their families, fuel their cars, and heat their homes? 

Index Speculators provide no benefit to the futures markets and they inflict a 
tremendous cost upon society. Individually, these participants are not acting with 
malicious intent; collectively, however, their impact reaches into the wallets of every 
American consumer. 

Is it necessary for the U.S. economy to suffer through yet another financial crisis 
created by new investment techniques, the consequences of which have once again 
been unforeseen by their Wall Street proponents? 

The CFTC Has Invited Increased Speculation 

When Congress passed the Commodity Exchange Act in 1936, they did so with the 
understanding that speculators should not be allowed to dominate the commodities 
futures markets. Unfortunately, the CFTC has taken deliberate steps to allow certain 
speculators virtually unlimited access to the commodities futures markets. 

The CFTC has granted Wall Street banks an exemption from speculative position limits 
when these banks hedge over-the-counter swaps transactions.^’ This has effectively 
opened a loophole for unlimited speculation. When Index Speculators enter into 
commodity index swaps, which 85-90% of them do, they face no speculative position 

limits.^2 


The really shocking thing about the Swaps Loophole is that Speculators of all stripes 
can use it to access the futures markets. So if a hedge fund wants a $500 million 
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position in Wheat, which is way beyond position limits, they can enter into swap with a 
Wall Street bank and then the bank buys $500 million worth of Wheat futures.^^ 

In the CFTC’s classification scheme all Speculators accessing the futures markets 
through the Swaps Loophole are categorized as “Commercial" rather than “Non- 
commercial.” The result is a gross distortion in data that effectively hides the full impact 
of Index Speculation. 

Additionally, the CFTC has recently proposed that Index Speculators be exempt from all 
position limits, thereby throwing the door open for unlimited Index Speculator 
“investment. ”2'' The CFTC has even gone so far as to issue press releases on their 
website touting studies they commissioned showing that commodities futures make 
good additions to Institutional Investors’ portfolios.^^ 

Is this what Congress expected when it created the CFTC? 

Congress Should Eliminate The Practice Of Index Speculation 

I would like to conclude my testimony today by outlining three steps that can be taken to 
immediately reduce Index Speculation, 

Number One: 

Congress has closely regulated pension funds, recognizing that they serve a public 
purpose. Congress should modify ERISA regulations to prohibit commodity index 
replication strategies as unsuitable pension investments because of the damage that 
they do to the commodities futures markets and to Americans as a whole. 

Number Two: 

Congress should act immediately to close the Swaps Loophole. Speculative position 
limits must “look-through” the swaps transaction to the ultimate counterparty and hold 
that counterparty to the speculative position limits. This would curtail Index Speculation 
and it would force ALL Speculators to face position limits. 

Number Three: 

Congress should further compel the CFTC to reclassify all the positions in the 
Commercial category of the Commitments of Traders Reports to distinguish those 
positions that are controlled by “Bona Fide" Physical Hedgers from those controlled by 
Wall Street banks. The positions of Wall Street banks should be further broken down 
based on their OTC swaps counter-party into "Bona Fide" Physical Hedgers and 
Speculators, 

There are hundreds of billions of investment dollars poised to enter the commodities 
futures markets at this very moment.^® If immediate action is not taken, food and 
energy prices will rise higher still. This could have catastrophic economic effects on 
millions of already stressed U.S. consumers. It literally could mean starvation for 
millions of the world’s poor.^^ 
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If Congress takes these steps, the structural integrity of the futures markets will be 
restored, index Speculator demand will be virtually eliminated and it is iikely that food 
and energy prices will come down sharply. 
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APPENDIX: HOW TO CALCULATE INDEX SPECULATORS’ POSITIONS 

If someone knows how much money is invested in the total index then it is easy to 
calculate how much must be in each commodity in dollars and in futures contracts. 


Total Dollars Invested y 
In Index 


Weight Of Individual 
Commodity 


Dollars In Individual 
Commodity 


Total Dollars Invested „ 
In Index 


Weight Of Individual 
Commodity 


Dollar Value Of A _ # Of Contracts In An 
Commodity Contract ~ Individual Commodity 


And therefore if someone knows how many contracts are in an individual commodity 
along with the dollar value of a contract and the weight of that commodity in the index 
then you can calculate the total dollars invested in the index as follows: 


# Of Contracts In An Dollar Value Of A , Weight Of Individual _ Total Dollars Invested 

Individual Commodity Commodity Contract Commodity " In Index 


The CFTC starting in January 2006 has been publishing the Commodity Index Trader 
Supplement to the Commitments Of Traders report. This supplemental report shows 
the reported positions of Index Speculators in 12 different agricultural commodities. Of 
the 12, two commodities:, KC Wheat and Feeder Cattle, are part of the S&P GSCI (and 
not the DJ-AIG) and one commodity: Soybean Oil, is part of the DJ-AIG (and not the 
S&P-GSCI). Note that 95% of dollars indexed to commodities are replicating either the 
S&P-GSCI or DJ-AIG. 

Both the S&P-GSCI and DJ-AIG publish on a daily basis the individual weights of their 
constituent commodities. Also futures market data providers like Bloomberg publish 
daily closing prices for the commodities. Since the futures contract terms do not change 
that enables someone to calculate the daily dollar values of the individual commodity 
contracts. 

So with these three data points it is simple to calculate the total dollars invested in the 
S&P-GSCI and the DJ-AIG on a weekly basis. And once the total dollars invested in 
these two indices is known then that results in the ability to calculate the number of 
contracts held by Index Speculators in the other 13 non-agricultural commodities. 

A detailed example of this 3 step process follows. 

Step One - Estimate Total Amount Invested In S&P-GSCI and DJ-AIG 

According to the CFTC’s January 17, 2006 CIT report. Index Specualtors had positiions 
in KC Wheat, Feeder Cattle and Soybean Oil of 21366 , 5613 and 59264 contracts 
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respectively. Plugging in the weights and contract values from the appropriate sources 
yields the following calculations: 


21,366 

X 

$18,762.50 

1 

0.82% 

= $48,887,753,049 

5,613 

X 

$56,137.50 

1 

0.68% 

= $46,338,204,044 

59,264 

X 

$12,732.00 

1 

2.77% 

= $27,240,045,054 


So the S&P-GSCI had somewhere between $46 and $49 billion invested in it and the 
DJ-AIG had around $27 billion invested in it. This corresponds well to the figures 
published by Goldman Sachs and Dow Jones. 


CALCULATIONS OF INDEX SPECULATORS' POSITIONS (JANUARY 17, 2006) 



PERCENTAGE 

WEIGHTS 

POSITIONS 
(in millions) 

Contract 

Dollar 

Value 

POSITIONS 
(in contracts) 

Combined 

Position 

Estimate 

CFTC 

Actual 

Positions 

S&P-GSCI 

DI-AIG 

S&P-GSCI 

DI-AIG 

S&P-GSCI 

Di-AIG 

Cocoa 

0.2% 

0.0% 

$95.5 

$0.0 

$15,710 

6,081 

0 

6.081 

9,390 

Coffee 

0.8% 

2.9% 

$373.2 

$799.0 

$46,425 

8,039 

17,201 

25,240 

28,777 

Corn 

2.0% 

5.9% 

$954.0 

$1,600.0 

$10,438 

91,398 

153,292 

244,689 

305,264 

Cotton 

0.9% 

3,2% 

$444.9 

$862,0 

$27,995 

15,891 

30,777 

46,668 

53,741 

Soybean Oil 

0.0% 

2.8% 

$0.0 

$753.0 

$12,732 

0 

59,173 

59.173 

59,264 

Soybeans 

1.4% 

7.8% 

$672.5 

$2,116.0 

$28,563 

23,543 

74,073 

97,617 

103,304 

Sugar 

1.9% 

3.0% 

$884.9 

$808.0 

$17,438 

50,742 

46,352 

97,094 

124,487 

Wheat 

2.1% 

4.8% 

$1,009.1 

$1,300.0 

$16,438 

61.393 

79,082 

140,475 

181,986 

Wheat KC 

0.8% 

0.0% 

$396.0 

$0.0 

$18,763 

21,106 

0 

21,106 

21,366 

Feed Cattle 

0.7% 

0.0% 

$329.5 

$0.0 

$56,138 

5,869 

0 

5,869 

5,613 

Lean Hogs 

1.4% 

4.4% 

$663.8 

$1,185.0 

$23,790 

27,902 

49,824 

77,726 

69,591 

Live Cattle 

2.7% 

6.1% 

$1,293.2 

$1,660.0 

$38,620 

33,486 

42,982 

76,468 

71,834 

Brent Crude Oil 

14.5% 

0,0% 

$6,901.3 

so.o 

$64,900 

106,337 

0 

106,337 


WTI Crude Oil 

31,3% 

12.8% 

$14,888.0 

$3,482.0 

$66,310 

224,521 

52,516 

277,036 


Gasoil 

3.1% 

0.0% 

$1,472.7 

$0.0 

$54,725 

26,911 

0 

26,911 


Heating Oil 

8.0% 

3.8% 

$3,823.7 

$1,048.0 

$75,243 

50,818 

13,924 

64,742 


Gasoline 

7.9% 

4.1% 

$3,780.5 

$1,105.0 

$76,579 

49,368 

14,424 

63,792 


Natural Gas 

10.6% 

12,3% 

$5,030.8 

$3,355.0 

$91,680 

54,873 

36,591 

91,464 


Aluminum 

3.1% 

6.9% 

$1,464.4 

$1,866.0 

$59,475 

24,621 

31,383 

56,004 


Lead 

0.3% 

0.0% 

$156.4 

$0.0 

$31,800 

4,918 

0 

4.918 


Nickel 

0.7% 

2.7% 

$312.8 

$724.0 

$88,182 

3,547 

8,214 

11,762 


Zinc 

0.7% 

2.7% 

$355.6 

$736.0 

$51,900 

6,852 

14,184 

21,036 


Copper (LME) 

2.8% 

0.0% 

$1,335.1 

$0.0 

$116,575 

11,453 

0 

11,453 


Copper (CMX) 

0.0% 

5.9% 

$0.0 

$1,602.0 

$54,225 

0 

29,542 

29,542 


Gold 

Silver 

1.8% 

0.2% 

6.2% 

2.0% 

$875.9 

$99.2 

$1,694.0 

$545.0 

$55,430 

$45,100 

15,802 

2,201 

30,568 

12,080 

46,370 

14,280 



TOTAL 100% 100% $47,613 $27,240 


Source: Standard & Poor's, Dow Jones, Bloomberg Data 
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Step Two - Catcutate Position Size For Other Commodities 

If $47.6 billion is used as an estimate for the S&P-GSCI and then $27.2 billion is used 
for the DJ-AIG it is possible to calculate (using the formulas above) Index Speculators 
positions in all the other commodities. The table above shows the results. 


Step Three - Compare With Actual CFTC Figures For Accuracy 

The final column in the table shows the actual figures released by the CFTC. As you 
can see in almost all cases the estimates generated using this method yield results that 
are less than the actual reported results. That increases one's confidence that this 
method is in fact conservative. 


Final Note 

This method of calculating Index Speculators is almost identical to the methods used by 
Philip Verleger (www.pkverlegerllc.com), Steve Briese (www.commitmentsoftraders.org) 
and others. It is not clear who deserves the credit for developing it but it clearly is not 
us. 
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ENDNOTES | 


’ “Reserve Management, The Commodity Bubble, The Metals Manipulation, The Contagion Risk To Gold 
And The Threat Of The Great Hedge Fund Unwind To Spread Product." Frank Veneroso, July 1 9, 2007, 
pp. 5-6. http://www.venerosoassociates.net/Reserve%20Management%20Parts%20l%20andll%20WBP 
%20Public%2071 907.pdf 

2 http://hsgac.senate.gov/public/index.cfm? 

fuseaction=Hearings.Detail&HearinglD=dc7368c2-0ea1-4151-9fc5-06317a5bba79 

3 


Commodities Futures Markets Open Interest 


2008 

LONG /DEMAND SIDE 

Physical 

Hedger 

Traditlonai 

Speculator 

Index 

Speculator 

COCOA 

33% 

48% 

19% 

COFFEE 

26% 

35% 

39% 

CORN 

41% 

24% 

35% 

COTTON 

32% 

27% 

41% 

SOYBEAN OIL 

46% 

22% 

32% 

SOYBEANS 

30% 

28% 

42% 

SUGAR 

38% 

19% 

43% 

WHEAT 

17% 

20% 

64% 

WHEAT KC 

37% 

32% 

31% 

FEED CATTLE 

17% 

53% 

30% 

LEAN HOGS 

18% 

20% 

63% 

LIVE CATTLE 

13% 

24% 


WTl CRUDE OIL 

59% 

10% 

31% 

HEATING OIL 

37% 

16% 

47% 

GASOLINE 

41% 

20% 

39% 

NATURAL GAS 

62% 

10% 

28% 

GOLD 

22% 

55% 

23% 

SILVER 

27% 

46% 

28% 

AVERAGE 



39% 


Source: CFTC Commitments of Traders CIT 
supplement plus calculations 
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For more information visit: 

http://www.djindexes,com/mdsidx/?event=showAigHome for the DJ-AIG or for the S&P-GSCI 
http://www2.standardandpoors.com/portal/site/sp/en/us/page.topic/indices_gsci/ 
2,3,4,0,0,0,0,0,0,1 ,1 ,0,0,0,0,0.html 

Index Component Weights 


as of March 12, 2008 

S&P- 

GSCI 

Di-AIG 

Weighted 

Average 

Agricultural Cocoa 

0.2% 

0.0% 

0.1% 

Coffee 

0.6% 

2.9% 

1.5% 

Corn 

3.3% 

5.7% 

4.2% 

Cotton 

0.9% 

2.5% 

1.5% 

Soybean Oil 

0.0% 

2.9% 

1.1% 

Soybeans 

2.2% 

7.2% 

4.1% 

Sugar 

1 .0% 

3.1% 

1.8% 

Wheat 

5.3% 

5.6% 

5.4% 

Wheat KC 

1.2% 

0.0% 

0.8% 

Livestock Feed Cattle 

0.3% 

0.0% 

0.2% 

Lean Hogs 

0.8% 

2.2% 

1.4% 

Live Cattle 

1 .7% 

3.9% 

2.6% 

Energy Brent Crude Oil 

13.4% 

0.0% 

8.3% 

WTI Crude Oil 

38.3% 

12.9% 

28.6% 

Gasoil 

5.0% 

0.0% 

3.1% 

Heating Oil 

4.9% 

3.8% 

4.5% 

Gasoline 

4.2% 

3.6% 

4.0% 

Natural Gas 

6.8% 

13.1% 

9.2% 

Base Metals Aluminum 

2.5% 

7.7% 

4.5% 

Lead 

0.5% 

0.0% 

0.3% 

Nickel 

0.9% 

2.7% 

1.6% 

Zinc 

0.6% 

2.7% 

1.4% 

Copper 

3.1% 

7.3% 

4.7% 

Precious Metals Gold 

1.9% 

7.1% 

3.9%i 

Silver 

0.3% 

3.0% 

1.3% 


Source: Standard & Poor's, Dow Jones 


® "Investing and Trading in the GSCI,” Goldman, Sachs & Co., June 1 , 2005 and calculations based upon 
the CFTC Commitments of Traders Report, CiT Supplement, see the Appendix for more information on 
how to calculate Index Speculators’ positions. 
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6 

Commodity Futures Price Inreases 


March 2003 ■ March 2008 


Agricultural 

Cocoa 

+ 34% 


Coffee 

+ 167% 


Corn 

+ 134% 


Cotton 

+ 40% 


Soybean Oil 

+ 199% 


Soybeans 

+ 143% 


Sugar 

+ 69% 


Wheat 

+ 314% 


Wheat KC 

+ 276% 

Livestock 

Feed Cattle 

+ 34% 


Lean Hogs 

+ 10% 


Live Cattle 

+ 23% 

Energy 

Brent Crude Oil 

+ 213% 


WT! Crude Oil 

+ 191% 


Gasoil 

+ 192% 


Heating Oil 

+ 192% 


Gasoline 

+ 145% 


Natural Gas 

+ 71% 

Base Metals 

Aluminum 

+ 120% 


Lead 

+ 564% 


Nickel 

+ 282% 


Zinc 

+225% 


Copper 

+413% 

Precious Metals Gold 

+ 183% 


Silver 

+ 331% 


Source: Bloomberg Financial Data 


t The CFTC states on its website that “In many physicai commodities (especially agricultural 
commodities), cash market participants base spot and forward prices on the futures prices that are 
'discovered' in the competitive, open auction market of a futures exchange." - “The Economic Purpose of 
Futures Markets and How They Work,” U.S. Commodities Futures Trading Commission, http:// 
www.ofto.gov/educationcenter/economicpurpose.html 

As an additional example, when Platts, an energy markets pricing service, surveys crude oil pricing in 
physical markets around the globe they are receiving bid and offer quotations from market participants 
expressed as WTI Light Sweet Crude minus a spread. - “Platts Oil Pricing and Market-on-Close 
Methodology Explained,” Platts - a McGraw Hill Company, July 2007. http://www.platts.com/Resources/ 
whitepapers/moc.pdf?a=i Note that if and when Platts receive price quotes as Brent Crude or Dubai 
Crude plus or minus a spread there is still a direct and stable relationship between WTI, Brent and Dubai. 
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® Please remember if demand for oil stays the same then prices will stay the same. If supply is constant 
then demand has to increase for prices to increase. That is why we examine increases in demand. 
Increase In Chinese Demand For Petroleum 


Last 5 Years 



CONSUMPTION 

(Barrels Per Year) 

YEAR OVER 
YEAR CHANGE 


1,883,660,777 


Wi!iM 

2,036,010,338 

152,349,561 

WiliW 

2,349,681,577 

313,671,240 

Wi!iM 

2,452,800,000 

103,118,423 

WiliM 

2,654,750.989 

201,950,989 

BQ3I 

2,803,010,200 

148,259,211 


TOTAL CHANGE 919,349,423 
Source: Energy Information Association, US 
Department of Energy 


9 This table takes the numbers from the main table in the body of the statement and converts them to their 
barrel equivalents. The Petroleum consumption numbers that the DOE provides for Chinese 
consumption include ail forms of petroleum both crude and refined. 


Increase In Index Speculator 
Demand For Petroleum 
Last 5 Years 


Petroleum Product 

Barrels 

WT! Crude Oil 

538,499,579 

Brent Crude Oil 

144.524,265 

Gasoil 

44,122,619 

Heating Oil 

61,164,897 

Gasoline 

59,249,015 

TOTAL CHANGE 

847,560,374 


Energy Information Association - U.S. Department Of Energy. 
http://tonto.eia.doe.gov/dnav/pet/pet_stoc_wstk_dcu_nus_a.htm 

“The End Of Cheap Food,” The Economist, December 6, 2007 httD://www.ecQnomist.cQm/research/ 
articlesBvSubiect/displavstorv.cfm?subiectid=7216688&storv id=1 0252015 

^2 “Ethanol Reshapes the Corn Market,” Economic Research Service • U.S. Department Of Agriculture, 
Alien Baker and Steven Zahniser April 2006. httD://www.ers.usda.gQv/AmberWaves/April06/Features/ 
Ethanol.htm 


“Ethanol Production Could Be Eco-Disaster, Brazil's Critics Say," Kelly Hearn, National Geographic 
News, February 8, 2007, http://news.nationalaeoaraphic.eom/news/2007/02/07Q208-ethanol.htmi 

Economic Research Service, U.S. Department of Agriculture, http://www.ers.usda.gov/Briefing/Wheat/ 
consumption.htm 


see endnote #2 
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Because the base metals are traded on the London Metals Exchange, Bloomberg did not have open 
interest data prior to 2005. Since prices and open interest expressed in contracts have been rising 
steadily the last five years we took 2005’s base metal data and added it to 2004 actual numbers to come 
up with a conservative estimate for 2004 open interest. These are daily numbers averaged across the 
entire year. 

Average Daily Dollar Value Of Open Interest 


(in millions) 

2002 

2003 

2004 

2005 

2006 

2007 

2008 

COCOA 

$ 

1,815 

$ 

1,510. 

$ 

1,569 

$ 

1,883 

$ 

2.040 

$ 

2,690 

$ 

4,062 

COFFEE 

$ 

1,408 

$ 

1,693 

$ 

2,748 

$ 

3,769 

$ 

4.203 

$ 

6,308 

$ 

9,521 

CORN 

$ 

5,435 

$ 

5,118 

$ 

8,182 

$ 

7,657 

$ 

15,059 

$ 

23,763 

$ 

37,427 

COTTON 

$ 

1,646 

$ 

2,990 

$ 

2,645 

$ 

2,841 

$ 

4,259 

$ 

6,822 

$ 

11,689 

SOYBEAN OIL 

$ 

1,441 

$ 

1,952 

$ 

2,456 

$ 

1,944 

$ 

3.186 

$ 

5,756 

$ 

8,868 

SOYBEANS 

$ 

4,883 

$ 

7,306 

$ 

9,480 

$ 

8,846 

$ 

10,129 

$ 

20,882 

$ 

37,399 

SUGAR 

$ 

1,521 

$ 

1,712 

$ 

2,772 

$ 

5,120 

$ 

8,634 

$ 

8,174 

$ 

15,509 

WHEAT 

$ 

1,836 

$ 

1,862 

$ 

2,647 

$ 

3,827 

$ 

7,414 

s 

11,608 

$ 

19,742 

WHEAT KC 

$ 

1,304 

$ 

1,081 

$ 

1,240 

$ 

1,525 

$ 

3,099 

$ 

4,094 

$ 

6,253 

FEED CATTLE 

S 

540 

$ 

757 

$ 

804 

$ 

1,298 

$ 

1,518 

$ 

1,409 

$ 

1,818 

LEAN HOGS 

$ 

602 

$ 

858 

$ 

1,873 

$ 

2,309 

$ 

3,285 

$ 

3,875 

$ 

4.465 

LIVE CATTLE 

$ 

2.670 

$ 

3,595 

$ 

3,556 

$ 

4,859 

$ 

6.701 

$ 

7.909 

$ 

8,764 

BRENT CRUDE 

$ 

6,556 

$ 

8,486 

$ 

12,620 

$ 

19,388 

$ 

31,094 

$ 

45,653 

$ 

52,832 

WTI CRUDE 

$ 

16,052 

$ 

20,400 

$ 

33,620 

$ 

55,297 

$ 

80,996 

$ 

130,699 

$ 

199,970 

GASOIL 

$ 

3,990 

$ 

3,695 

$ 

5,461 

$ 

10,196 

$ 

14,749 

$ 

21,006 

$ 

22,917 

HEATING OIL 

$ 

4,412 

$ 

5,105 

$ 

8,242 

$ 

11,838 

$ 

13,575 

$ 

17,903 

$ 

23,854 

GASOLINE 

$ 

3,714 

$ 

3,947 

$ 

7,304 

$ 

10,276 

$ 

11,366 

$ 

16,085 

$ 

24,213 

NATURAL GAS 

$ 

23,551 

$ 

27,812 

$ 

25,897 

$ 

42,427 

$ 

45,067 

$ 

54,075 

$ 

72,834 

ALUMINUM 

$ 

0 

$ 

0 

$ 

0 

$ 

12,286 

$ 

23,676 

$ 

27,589 

$ 

32,741 

LEAD 

$ 

0 

$ 

0 

$ 

0 

$ 

677 

$ 

981 

$ 

2,226 

$ 

2,134 

NICKEL 

$ 

0 

$ 

0 

$ 

0 

$ 

1,986 

$ 

4,415 

$ 

6.690 

$ 

6,608 

ZINC 

$ 

0 

$ 

0 

$ 

0 

$ 

2,696 

$ 

6,759 

$ 

6.917 

$ 

6,428 

COPPER 

$ 

0 

$ 

0 

$ 

0 

$ 

11,864 

$ 

26,516 

$ 

28,921 

$ 

32,717 

GOLD 

$ 

5,639 

$ 

9,851 

$ 

13,221 

$ 

13,860 

$ 

18,929 

$ 

24,891 

$ 

43,700 

SILVER 

$ 

1,976 

$ 

2,438 

$ 

3,745 

$ 

4,286 

$ 

6,447 

$ 

7.437 

$ 

12,935 

TOTAL 

a 

Hiimi 








Source: CFTC Commitroent of Traders and Bloomberg. Delta-equivalent options positions 
are included but spread positions are omitted. For Base Metals, Brent Crude and Gasoil 
open interest represents futures only. No data for Base Metals in 2002-2004. 


'T CIA World Factbook. https://www.cia.gOv/library/publications/the-world-factbookygeos/xx.html#Econ 
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There is no publicly available data that shows inflow data for commodity indexation trading strategies 
but some approximations can be made. The end of year “investment” figures are published by the 
respective index companies (or they can be calculated) and the annual performance is known. Therefore 
the amount that the prior year’s investment has grown or shrunk can be calculated. Then the difference 
in the yearly change has to come from net inflows. When during the year the inflows occurred is not 
known, so the assumption is made that all net inflows occurred evenly throughout the year. Changing 
assumptions on net inflow timing only affects the rate of growth for that year's inflow which never amounts 
to more than a few billion dollars difference. 

Estimated Annual Inflows 



la.'igtwai 



1 2004 


■ms 



■ms 

■moQ 

$17.2 




$39.6 

2007 

$14.7 

$15.4 

$30.1 

2008 

$35.1 

$20.0 

$55.1 

TOTAL 


$68.0 

$167.1 


’9 ibid. 


9“ This table is a good reference in comparing the differences between market participants. 

Types Of Futures Market Participants 


HEDGER 

INDEX SPECULATOR 

TRADITIONAL 

SPECULATOR 

Sheds Price Risk 

Takes On Price Risk 

Takes On Price Risk 

Hedges Underlying 
Position 

Profits From 

Price Moves 

Profits From 

Price Moves 

Consumes Liquidity 

Consumes Liquidity 

Provides Liquidity 

Price Sensitive 

Insensitive To Price 

Price Sensitive 

Take Long And 
Short Positions 

Long Only 

Take Long And 
Short Positions 


9’ “And that actually happened in 1991 with a particular swap dealer that was hedging an OTC transaction 
with a pension fund, and the swap dealer came to us, and we said, "yeah, that qualifies for a hedge 
exemption," so we granted a hedge exemption to the swap dealer. And in the years since then, we've 
done the same for other swap dealers, as well.” 

(Remarks of Don Heitman, Division of Market Oversight, CFTC Agricultural Advisory Committee Meeting, 
Washington, D.C., December 6, 2007) 

(www.cftc.gov/stellent/groups/public/@aboutcftc/documents/file/aac„1 2062007.pdf) 


“Commodities: Who's Behind the Boom?,” Gene Epstein, Barron’s, March 31, 2008 
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23 "Similar hedge exemptions were subsequently granted in other cases where the futures positions 
clearly offset risks related to swaps or similar OTC positions involving both individual commodities and 
commodity indexes. These nontraditional hedges were all subject to specific limitations to protect the 
marketplace from potential ill effects. The limitations included: (1) The futures positions must offset 
specific price risk; (2) the dollar value of the futures positions would be no greater than the dollar value of 
the underlying risk; and (3) the futures positions would not be carried into the spot month." 

(72 FR 66097, Notice of Proposed Rulemaking, Risk Management Exemption From Federal Speculative 
Position Limits, , November 27, 2007.) 

(http;//www.cttc.gov/stellent/groups/public/@lrfederalregister/documents/file/e7-22992a.pdf) 

(The language in 72 FR 66097 above also appears in 71 FR 35627, CFTC Request for Comments, 
Comprehensive Review of the Commitments of Traders Reporting Program, June 21, 2006.) 
(http://www.cttc.gov/foia/fedreg06/foi060621a.htm) 

22 (72 FR 66097, Notice of Proposed Rulemaking, Risk Management Exemption From Federal 
Speculative Position Limits, , November 27, 2007.) 

(http://www.cftc.gOv/stellent/groups/public/@lr1ederalregister/documents/file/e7-22992a.pdf) 

25 “CFTC Study Finds Independent-Moving Commodity and Equity Markets," December 19, 2007, http:// 
www.cftc.gov/newsroom/generalpressreleases/2007/pr5425-07.html 
http://www.cftc.g 0 v/stellent/groups/public/@aboutcftc/documents/file/amarketofone.pdf 

26 Pension fund consultants have been advocating portfolio allocations of between 5% and 12% to 
commodities indices. Considering that worldwide institutional assets are about $29 trillion, if Institutional 
Investors heed the advice of their consultants, index replication could easily reach $1 trillion. $1 trillion on 
$29 trillion wouid represent an average allocation of just 3.5%. 

“Investing In Collateralised Commodities Futures.” Russell’s Research For Excellence, Yvonne Ooi and 
David Rae, 2005 

Strategic Asset Allocation and Commodities, Ibbotson /Associates, Thomas M. Idzorek, March 27, 2006 
Pension Funds $26 trillion : “UK pension fund returns at five-year low," IFAonline, Jennifer Bollen, 
January 28, 2008, http://www,ifaonline.co.uk/public/showPage.html?page=698204 
Sovereign Wealth Funds $3 trillion : "Sovereign Wealth Funds,” Council On Foreign Relations, Lee 
Hudson Teslik, January 18, 2008. http://www.clr.org/publication/15251/ 

27 “WFP says high food prices a silent tsunami, affecting every continent,” World Food Program - United 
Nations, April 22, 2008. httn://www.wfD.oro/enQlish/?ModulelD=137&Kev=2820 
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Lifting Ban Wouldn't Be Immediate Fix for Oil 

Output Could Be 
Seven Years Away; 

A Vast Unknown 

By BEN CASSELMAN 
June 19, 2008; PogeA6 

As politicians debate whether to open federal offshore waters to oil and 
naturai-gas drilling, there is agreement on at least one point: It isn't a 
shoit-tenn fix. 

If the bans were lifted tomorrow, it would be at least seven years ~ and likely as long as a decade — 
before the first oil began to flow off the coasts of Florida, California and the eastern seaboard. 

"Is it going to happen overnight? No," said Dan Naatz, vice 
president of the Independent Petroleum Association of America. 
"Is it going to solve all of our nation’s energy problems? No." 

President Bush's call Wednesday for Congress to lift its 
longstanding moratorium on offshore drilling was a bid to 
address consumer anger over soaring electricity and gasoline 
bills ahead of the fall elections. Republicans claim that 
Democrats' opposition to expanded drilling is restricting energy 
supplies when the nation needs them most, amid a run-up in 
crude-oil prices to more than $135 a barrel. Democrats counter 
that opening the federal waters to the oil industry could do 
irreparable environmental and economic harm to sensitive 
coastal areas, while failing to lower prices for consumers. 

Underlying the argument is a vast unknown: With the disputed areas long ofT-limits even to exploration, 
neither government nor industry experts know exactly how much oil and gas is there, how best to get at 
it, or even where it is. And although the industry's environmental record is much improved since 
headline-grabbing oil spills of earlier eras, risks remain, and addressing those risks could delay 
production for years. 

Nonetheless, the industry has for years coveted the potential energy reservoirs hidden beneath federal 
waters. By broad govenunent calculations, there are 86 billion barrels of oil in offshore waters, with 
about 1 8 billion barrels of that located in areas now off-limits. The greatest prize based on sheer volume 
is believed to be in the waters off the coast of Southern California, which is estimated to hold 5.6 billion 
barrels of oil and 10 trillion cubic feet of natural gas. The eastern and central Gulf of Mexico are believed 
to hold 3.7 billion barrels of oil and 21.5 trillion cubic feet of gas. Experts believe there are smaller 
caches off the Atlantic seaboard and further up the Pacific coast. 

If the moratoriums were lifted - a far-from-certain prospect with Democrats controlling Congress - the 
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industry's attention likely would turn first to the eastern Gulf of Mexico. That is partly from political 
expediency; Tuesday, Florida Gov. Charlie Crist reversed his earlier position to endorse drilling off his 
smte's coast, somediing most other coastal governors oppose. 

Beyond the politics, the industry is eager for access to the eastern Gulf because it is one of die surer bets 
for relatively easy, cheap-to-produce oil and gas. A quarter of current U.S. oil production each year - 
close to half a billion barrels — comes out of the central and western Gulf of Mexico, where drilling is 
allowed. Much of the roughly 3.7 billion barrels of oil believed to reside in the eastern Gulf is in 
relatively shallow water that is readily accessible using current drilling technology. 

But even there, the U.S. Minerals Management Service, which oversees the offshore oil industry, 
estimates it would take at least two years from the day the moratorium was lifted for the government to 
conduct environmental and economic reviews prior to its first lease sale. Recent history suggests it would 
take at least five more years for the winning bidders to explore, drill wells, build production platforms 
and lay pipelines so that commercial production could begin. 

Environmental battles — likely given the strong opposition from many environmental groups — could 
delay the projects for years more. Already, critics of offshore drilling arc preparing for a fight. At stake, 
said Holly Binns, field director for Environment Florida, "are what are considered the best beaches in the 
world." 

If the Gulf of Mexico poses challenges, other coastal areas could be even more difficult. On the Atlantic 
coast, oil-reserve estimates are so out of date that the Minerak Management Service has had to draw on 
well data from Nova Scotia and North Africa — which eons ago bordered North America — to estimate 
reserves. "We're really emphasizing the word 'estimate,'" said Chris Oynes, who oversees the Minerals 
Management Service's offshore program. 

With so much uncertainty, the industry likely would spend years exploring before deciding where to drill. 

Federal waters along Southern California already produce some oil — about 26 million barrels per year — 
from platforms built before the moratorium went into effect in the 1970s. That means some of the 
pipelines and infrastructure needed for production are already in place, and the industry already knows at 
least something about the geology of the area. 

But California's offshore legacy includes a devastating 1969 oil spill off the coast of Santa Barbara, when 
a well blew out and dumped at least 80,000 barrels of crude oil across more than 40 miles of coastline. 
The accident led directly to the moratorium on further drilling there, and remains a touchstone for drilling 
opponents. 

The industry claims it has cleaned up its act Oil rigs now have automated systems to prevent blowouts 
like the one in Santa Barbara, and wells can be quickly shut down from shore to limit spillage. Pipelines, 
too, are tracked remotely and have automatic shut-off mechanisms to prevent major spills. 

Mr, Oynes, of the Minerals Management Service, points to the limited devastation wrought by 
Hurricanes Katrina and Rita in 2005 as an industry success story. The storms battered production 
platforms, tore drilling rigs from their moorings and tangled pipelines, but only about 13,000 barrels of 
crude oil was spilled into the water — slight by industry standards. 

Environmental groups remain skeptical. Further drilling in hurricane-prone areas, they say, only risks 
fiirther spills. Those objections could delay production in tirese regions long after the moratoriums are 
lifted. 
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WASHINGTON -- Republicans positioned themselves for an election- 
year battle with Democrats on the issue of high gasoline prices as 
President Bush lined up with John McCain to push for oil drilling off the 
U.S. coast and in other environmentally sensitive areas, such as oil-shale 
regions in the U.S. West. 

In a move that was carefully coordinated among the White House, Sen. 
McCain's presidential campaign and leading Republican lawmakers, the 
president sharply criticized the Democrat-run Congress for blocking the 
administration's past proposals to boost domestic oil production. 
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In the process, Mr. Bush 
laid the groundwork for 
tihe broadest election- 
year energy-policy 
debate in a generation. 

Republic's are 
appealing to voters with 

calls to open new areas of the country to drilling and 
exploration. Democrats are focused on curbing 
speculation and slapping a windfall-profits tax on oil 
companies to finance alternative-energy sources. 
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In a Rose Garden appearance, Mr. Bush framed the 
issue starkly: "If congressional leaders leave for the 
Fourth of July recess without taking action, they will 
need to explain why $4-a-gallon gasoline is not 

With gas prices still rising, President Bush says it’s time for enough incentive for them to act. 

Congress to end a ban on offshore drilling. Video courtesy of 

Fox News. yjjg White House plan puts more emphasis than 

past proposals on oil-shale production. The White House argues that shale could produce 800 billion 
barrels of oil. Many Democrats in the western states say oil-shale technology requires more water than 
the region has available, and some independent energy experts say the technology used to develop the 
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resource would require large amounts of energy from new coal-fired power plants. 

Leading Democrats immediately rejected the White House plan, which largely tracks Sen. McCain's 
proposals for expanding production. In addition to pressing for more energy conservation, Democrats 
suggested they will focus more of their political energy on blaming high prices on oil compMiies and 
oil-producing countries — and casting Republicans as their obedient servants. Democrats also have 
focused attention on market speculation. 

Senate Majority Leader Harry Reid of Nevada accused Mr, Bush and Sen. McCain of staging a "cynical 
campaign ploy." Sen. Barack Obama, the likely Democratic presidential nominee, also rejected lifting 
the drilling moratorium. 

"This is not something that’s going to give consumers short-term relief, and it is not a long-term 
solution to our problems," Sen. Obama said. 

In recent weeks. Democrats have sought 
to reframe the debate over drilling by 
arguing that it is possible to increase 
domestic oil production without opening 
new lands. They point out that the 
industry already has access to tens of 
millions of acres believed to contain oil 
and gas, but are producing on only 
about a quarter of that. 

More broadly. Democratic leaders 
argued Wednesday that lifting the ban 
on offshore drilling would make it more 
difficult for the U.S. to reduce its 
reliance on oil and other carbon- 
intensive fuels. 

"It's horrendous energy policy because it 
takes our focus away from the tough 
things we need to do," former Florida 
Sen. Bob Graham told reporters on a 

One tough measure would be stronger moves toward conservation. Members of both parties have begun 
to talk about conservation, but few have offered specific ideas on how Americans should change their 
behavior to conserve oil. Notably absent from the debate are unpopular ideas from the 1970s, such as 
capping highway speed limits at 55 miles an hour. 

Not all Democrats favor a blanket ban on drilling offshore. In Virginia, the Democratic governor, Tim 
Kaine, has expressed support for allowing exploratory drilling off the state’s coast. And some 
congressional Democrats have pushed for years to relax the current ban to allow drilling for natural gas. 

Not all Republicans are in favor of allowing drilling off their state’s shores. California's Republican 
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governor, Arnold Schwarzenegger, reaffirmed his opposition to drilling off his state's coast in a 
statement Wednesday. 

It is unlikely that Congress will pass legislation expanding oil production this year. Wednesday, a House 
committee that had been scheduled to consider a measure to lift the federal offshore-drilling ban 
canceled its meeting. Democratic officials said die change was needed so lawmakers could focus on an 
Iraq war spending bill. 


The McCain camp, the White House and top Republicans began 
discussing their energy plans more than a month ago, and quickly 
decided to emphasize domestic supply. 

For Sen. McCain, pushing expanded production — particularly in 
politically sensitive areas such as Florida's Gulf coast — allows him to 
cast himself as the candid^e of change on a big issue, advisers believe. 

The White House and the McCain camp had extensive discussions over 
one area of disagreement: Sen. McCain opposes drilling in a portion of 
the Arctic National Wildlife Refuge, while Mr. Bush has long 
advocated it. They finally agreed to disagree, according to people 
familiar with the situation. 

Administration officials also debated whether to lift an executive order 
that also prohibits offehore drilling, but decided against it, possibly to 
avoid coordinating too closely with Sen. McCain. 

Mr. Bush got a briefing on the plan aboard Air Force One Monday as 
he traveled home from his trip to Europe. White House aides held a final decision-making meeting with 
the president Tuesday in the Roosevelt Room. 

Administration officials emphasized the decision's economic importance for ordinary Americans, but it 
also has the backing of oil producers. Last month, Exxon Mobil Corp. Chief Executive Rex Tillerson 
said it was "terribly upside down" that Mr. Bush would lobby Saudi Arabia to boost production even as 
much of the U.S. remains off limits to domestic drilling. 
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Bush pressed congressional Democrats 
to lift bans on offshore oil driliing, saying 
"There is no excuse for delay." 
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In Saudi Oil Output Discussions, 

The Old Clout Will Be Missing 

By NEIL KING JR. aod MARC CHAMPION 
June 19, 2008 

Oil diplomacy used to be the province of a small cast of characters with 
the muscle to make a difference when prices got out of hand. 

When the Iran- Iraq war sent oil prices soaring in the early 1980s, for 
instance, the U.S. helped cajole Saudi Arabia to widen its spigots and 
calm the markets. Oil companies in the North Sea and Alaska also came on 

But now, with fuel costs again causing pain world-wide, a far 
more diverse group will take the stage in Saudi Arabia Sunday. 
Dozens of world leaders and executives are meeting to weigh 
how to reverse oil prices, which have shot up over 40% this 
year. Their numbers show how tough finding a remedy is 
likely to be. 

Previous oil shocks were largely the result of wars. This time, 
crude prices have shot up for many reasons, from an oil- 
hungry China and a feeble dollar to fears that the world's 
petroleum supply is running thin. With oil use now more 
widespread than ever before, the ensuing economic pain is also 
global, hurting America's airlines, spurring protests across 
Europe and prompting pleas for financial relief in the poorer reaches of Asia and Latin America. 

Saudi Arabia's King Abdullah called the gathering, fearful that oil prices would damage the world 
economy and permanently curb demand in major economies like the U.S. Nearly everyone at the 
meeting -- be it oil-producing nations, Big Oil, China or rich countries such as the U.S. -- will arrive 
hobbled. "No one is going into this meeting with any particular clout or authority," said David Kirsch, 
an ex-U.S. State Department energy official who is with PFC Energy in Washington. 

The player taking the biggest risk is Saudi Arabia. At a pivotal moment, and with its prestige on the line, 
the de facto leader of the Organization of Petroleum Exporting Countries and long the world's mightiest 
oil power appears suddenly weakened. Since Friday, Saudi Arabia has tried to set the stage for the 
Jeddidi meeting by promising a boost in oil output to hammer down prices. Instead, prices have held 
firm. 


causing a glut that lasted into the 1990s. 
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Benchmark oil closed Wednesday on the New York mercantile Exchange up $2.67 at $136.68. 

If Saudi Arabia's bid to drive down prices falls short, analysts say, the credibility of the OPEC cartel -- 
responsible for nearly 40% of the world's daily oil ouput — will also take a hit. But some OPEC 
countries, particularly Iran, have spoken out against the Saudi push to unilaterally raise output, saying 
that such a decision should be left to the group and that the market doesn't need additional supplies. 

U.S. officials will arrive with a few proposals to clarify and perhaps mend the rampant financial trading 
in oil futures, which some have blamed for the recent surge in prices. But aides to President Bush say it 
will take years for longer-term fixes to make a dent in demand in the U.S., which consumes every 
fourth barrel of oil produced in the world. These include more nuclear power, more offshore drilling, 
electric cars or wiser urban planning. 

If anything, the administration appears largely baffled by what might come of the one-day Jeddah 
conference. Energy Secretary Samuel Bodman, who will represent the U.S., told Bloomberg TV on 
Wednesday that he had "no specifics about what our expectations might be" heading into die summit. 

From Europe, leaders such as Britain's prime minister, Gordon Brown, find dieraselves squeezed 
between increasingly angry electorates and spending constraints forced on them by their slowing 
economies. That tension will he on display Thursday and Friday as leaders of the European Union hold 
a summit in Brussels likely to be dominated by energy matters. 

European drivers have long been inured to high fuel-pump prices, more than two thirds of which are 
made up of taxes. But with fuel now costing above $9 a gallon, truckers and fishermen have been 
clogging Europe's ports and roads with protests. 

The summits in Brussels and Jeddah are unlikely to provide any sweeping, short-term solutions for 
Europe, because EU countries disagree sharply about the root causes of the run-up in fuel prices. 

Almost every country is trying to attack the problem in different ways. 

Austria has proposed a European Union-wide tax on what it calls oil speculators. French President 
Nicolas Sarkozy has proposed cutting the sales tax on fuel across the EU. These measures would require 
unanimous agreement from all 27 countries. U.K.. officials say Mr. Brown, for one, is unlikely to agree. 

He is pressing for more dialogue with producer nations and more focus on energy efficiency to cut 
consumption, a UK official said Tuesday. 

Italy's government, faced with a threatened transport strike later this month, on Wednesday approved a 
slate of measures to lower fuel prices. These include cuts in road and fuel taxes, as well as rise in die 
corporate tax rate for oil companies that do business in Italy to 33% from 27%. The government says 
this and a tax on companies such as Eni SpA will be traDsferred to low-income households. 

Mr. Brown is under pressure over fuel prices at home, after truckers caused chaos in central London 
earlier this month and a fuel-delivery strike led to shortages in some parts of the country. 

The European drama over fuel prices heated up Wednesday as farmers drove hundreds of tractors into 
central Brussels ahead of the EU leaders' summit meeting. "Diesel prices have doubled, feed prices are 
up. They [the governments] have to do something so we can survive," said Marc Delvigne, a 39-year- 
old cattle farmer from eastern Belgium. 
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Wall Street banks and other large financial institutions have begun putting 
intense pressure on Congress to hold off on legislation that would curtail their 
highly profitable trading in oil contracts — an activity increasingly blaired by 
lawmakers for driving up prices to record levels. 

Representatives of Goldman Sachs and Morgan Stanley, along with the trade 
associations for hedge funds and other financial groups, have lobbied the offices 
of key legislators, briefed senior staffers on conunittees that oversee pivotal 
parts of the energy markets and distributed research materials explaining their 
view about oil and how it*s traded. 

In a pair of lengthy and sometimes testy closed-door sessions in the Senate last 
week, executives from Goldman Sachs and Morgan Stanley, two of Hall Street's 
largest investment banks, made the case that their multibillion-dollar investments 
in energy contracts have not led to higher oil prices. Rather, they told Democratic 
staff members of the Energy and Natural Resources Committee that the trades allow 
international markets to operate efficiently and that the run-up in oil prices 
results not from speculation but from actual imbalances of supply and demand. 

But the executives were net with skepticism and occasional hostility. "Spare us 
your lecture about supply and demand, " one of the Democratic aides said, abruptly 
cutting off one of the executives, according to a staff member in the room. 

Another aide at the meetings warned the executives that no matter what arguments 
they muster, it would be hard to prevent Congress from acting. Referring to a vote 
earlier this year to impose new mileage standards on automobile makers, the aide 
said, "At 90 bucks a barrel, Congress rolled the autos for the first time in 30 
years — is it too much to think that Congress will impose more restrictions on you 
if oil goes to $150 dollars a barrel?" 

Goldman and Morgan declined to comment about the meetings. 

Separately, lobbyists for the International Swaps and Derivatives Association 
(ISDA) and other financial entities such as hedge funds roamed through 
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congressional office buildings this month and, in the Senate, left behind short 
policy statements that defended the current state of regulation. "Blaming 
speculation for the increase in energy prices is to confuse causation and 
correlation," one of the documents said. 

A second document, or "talker," asserted: "Congress and regulators have acted to 
strengthen oversight of the energy markets. Give the new authorities time to work." 

But time is running short. The Commodity Futures Trading Commission, the federal 
agency that regulates oil trading, has drawn the increasing ire of lawmakers for 
exempting financial firms from rules that limit speculative buying, a prerogative 
usually reserved for airlines and trucking companies that need to lock in future 
fuel costs. The CFTC has also waived regulations on U.S. investors who trade 
commodities on some overseas markets, allowing them to accumulate large quantities 
of the future oil supply by making purchases on lightly regulated foreign 
exchanges . 

Under pressure from lawmakers, the CFTC and its British counterpart agreed 
Tuesday to impose new limits on the trading of the United States' benchmark oil 
contract on a London exchange. Such trading of West Texas intermediate oil 
contracts has been occurring beyond the purview of U.S. regulators on the London 
platform, the Intercontinental Exchange. 

The move did not go far enough to satisfy some Democrats who criticized the CFTC 
for abdicating the job of policing overseas oil traders to the Intercontinental 
Exchange . 

Until recently, Congress had been reluctant to intervene in the onergy futures 
markets, and the lobbying by financial entities has been a major reason. "We have 
known since 2001 that there were problems here, but we’ve run up against people on 
Wall Street who don’t want to be helpful in policing the market," said Sen. Maria 
Cantwell (D-Wash,), one of several lawmakers frustrated by the effectiveness of the 
financial lobby. 

A growing number of members of Congress have reacted to public outrage over 
skyrocketing gasoline prices by introducing at least eight bills that restrict the 
ability of financial companies to buy futures contracts, disclose more about those 
investments or stiffen federal oversight of energy trades. Other legislation is in 
the works, congressional aides said. 

De.Tiocratic lawmakers have been particularly outspoken. "There is a bubble of 
speculation on the oil commodity exchange that is also driving up the price of gas, 
and that has to stop," said Sen. Byron L. Dorgan (N.D.), a leader on the issue. 

But some Repiiblican lawmakers are also pressing for change. "At a time when 
American people cannot escape the direct impact that rising gas and oil prices have 
on their day-to-day lives, it is incumbent that we ensure that our onorgy futures 
markets are transparent and demonstrate supply and demand — not manipulation by 
large institutional investors,” said Sen. Olympia J. Snowe (Maine). 

What's more, the ramped-up lobbying by financial services firms has provoked a 
counterattack by lobbyists eager for additional regulation of energy trading. Led 
by the Air Transport Association, the lobby for the airline industry, a newly 
formed coalition of energy users — which includes truckers, farmers and consumer 
groups — has been urging lawmakers to approve several bills that would limit 
speculative investments in energy. 

But advocates for the financial industry insist these concerns are misplaced. 
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"Increasing regulation on what we do will not lower energy prices," said Greg 
Zerzan, head of global public policy for ISDA. The association, which represents 
all aspects of the multibillion-dollar practice of trading exotic financial 
contracts outside of formal exchanges, hosts a conference call every Friday in 
Washington to coordinate the activities of like-minded groups. 

Its latest addition: the Financial Services Roundtable, the lobby for 100 of the 
nation’s largest financial services companies. And now the Roundtable and ISDA are 
courting the nation's largest business federation, the U.S. Chamber of Commerce, to 
join their crusade. Chamber executives said they were seriously considering the 
alliance . 
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Senate candidate Mark R. Warner said Wednesday that the D.S. government needs to 
get tougher with OPEC and better regulate investors speculating in the oil market 
to drive down gas prices. 

Warner (D) unveiled his energy policy the same day that President Bush called 
for Congress to remove the federal ban on offshore drilling, including areas off 
the Virginia coastline. Warner said he supports offshore exploration for oil and 
natural gaa but stopped short of endorsing drilling, expressing environmental 
concerns and saying it would have no immediate impact on gas prices. 

With those prices exceeding $4 a gallon, offshore drilling is emerging as a 
major issue in the U.S. Senate race and next week’s battle in the General Assembly 
over transportation funding. 

"We could drill everywhere from here to New Jersey, and it's still years away 
and will only add about 140 days of oil supply to this country, " said Warner, a 
former governor. 

His GOP opponent, James S. Gilmore III, has made drilling in the Arctic National 
Wildlife Refuge and off the East Coast, including Virginia, a central focus of his 
campaign, casting it as the only plausible solution for reducing the price of gas. 

"I think the number one challenge for the national security as well as the 
pocketbooks of regular men and women out there is this challenge we are facing with 
gas prices," Gilmore, also a former governor, said in a speech this week. "If we 
are going to increase the supply of oil, then we've got to drill for oil in the 
United States." 

Warner hit back at Gilmore on Wednesday, calling his solution shortsighted and 
unrealistic. Warner instead unveiled a multifaceted proposal that seeks to reduce 
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the U.S. reliance on oil. 

"The Bush-Cheney enorgy policies not only sound like they were written by Big 
Oil, they were written by Big Oil, and we are paying at the pumps," Warner said in 
a speech at the Science Museum of Virginia in Richmond. "My opponent in this race, 
who was the biggest proponent of sound-bite solutions, is now advocating the 
continuation of those very policies right now. I hope this becomes one of the 
defining issues of this Senate race." 

At the state Capitol, however, some legislators are eying the revenue that would 
be generated by offshore drilling. 

Sen. Frank W. Wagner {R-Virginia Beach), an ocean engineer, said Virginia would 
receive S200 million in royalties from companies granted rights to drill for 

natural gas or oil. 

"This could provide Virginia with substantial new revenues that doesn't cost us 
anything," said Wagner, who has drafted a bill that would divert 40 percent of the 
proceeds to transportation. "We have the potential in Virginia to play a real 
leadership role." 

Delacey Skinner, a spokeswoman for Gov. Timothy M. Kaine (D), said Kaine 
supports exploration for natural gas — but not oil — 50 miles or more offshore to 
"see what's out there." But Skinner said such efforts should not be linked to 
transportation. 

"The transportation challenges that we face in terms of the shortfall are very 
clear and very urgent," Skinner said. "Any revenue that could potentially be 
generated by offshore drilling is probably going to ta);e years to come by." 

Warner noted that the United States contains 2 percent of the world's oil supply 
but uses 25 percent of it. He rejected calls to drill for oil in the Arctic 
reserve . 

Warner instead proposed a series of policies that he said would reduce the price 
of oil in the short term and the long term. He wants U.S. pressure on the 
Organization of the Petroleum Exporting Countries to increase production, and more 
power for the attorney general to go after speculators in the United States and 
abroad who have manipulated the oil market. 

He wants to stiffen regulations and roll back tax breaks for oil companies, make 
it cheaper to purchase a hybrid vehicle, raise fuel-efficiency standards on 
automobiles, limit the emissions of carbon dioxide and bolster investments in 
nuclear, solar and wind energy sources. 

He also vowed to push for policies that promote technology that makes it easier 
to burn coal in an environmentally friendly way. 

"My opponent's only solution is drill here, drill now," Warner said. 

Gilmore accused Warner of "saying the same things that everyone else in 
Washington has said for the last 20 years." 

"That is how we got where we are," Gilmore said in a statement. "We need to 

drill here and drill now Working families are hurting now and it is time 

for a common sense solution to the problems of supply and demand, not the same 
liberal theories that have restricted America's energy supply for decades." 
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President Bush called yesterday for lifting the 27-year-old ban on U.S, offshore 
oil drilling, joining Sen. John McCain in endorsing an idea that Republicans hope 
will gain traction in Congress and on the campaign trail as the price of gasoline 
soars . 

In a Rose Garden appearance, the president challenged Democrats to drop their 
"obstruction" of proposals to expand domestic energy production. "Americans will 
rightly ask how . . . high gas prices have to rise before the Democratic-controlled 
Congress will do something about it," he said. 

Democratic leaders in Congress said the plan is going nowhere. "President Bush 
and John McCain are not serious about addressing gas prices," said Senate Majority 
Leader Harry M. Reid (Nev.). "If they were, they would stop offering the same old 
ideas meant to pad the pockets of Big Oil and work with Democrats to reduce our 
dependence on oil." 

On Monday, McCain {Ariz.} called for lifting the ban, reversing an earlier 
position and angering environmentalists whom he has sought to appeal to in his 
presidential campaign. Bush's announcement puts the weight of the White House 
behind the idea, but it also gives Democrats another opportunity to link the 
presvimptive GOP nominee to the unpopular president. 

"McCain's capitulation to Big Oil could hurt him among independents and Clinton 
supporters, particularly in communities that depend on a clean ocean and beaches 
for their jobs and small businesses," said Daniel J. Weiss, an analyst at the 
liberal Center for American Progress Action Fund, referring to voters who backed 
Sen. Hillary Rodham Clinton in her unsuccessful Democratic primary campaign against 
Sen. Barack Obama. "Bush’s announcement of support today makes it clearer that 
Senator McCain is running for Bush's third term." 

But Republicans are taking heart in recent polling that suggests the public may 
be more receptive to drilling, especially if it is coupled with other initiatives 
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to address gas prices, A recent Gallup poll showed that 57 percent of 
respondents were willing to support drilling in the nation’s coastal and wilderness 
areas currently closed to exploration. 

"When drivers are paying S4 for a gallon of gas and there’s the perception that 
the economy's going to hell in a handbasket, voter attitudes regarding offshore 
drilling can change pretty quickly," said GOP pollster Neil Newhouse. "All of our 
evidence indicates that's exactly what's happened." 

This view appears to be fueling the separate announcements from Bush and McCain 
this week that they want Congress to abandon its moratorium on offshore drilling. 
Bush has spoken favorably of drilling in the Gul'f of Mexico before, but yesterday 
was the first time he indicated that he would rescind an executive branch order 
banning all offshore drilling if Congress removed its own long-standing 
prohibitions . 

The moratoriuin was imposed in 1981, when lawmakers from coastal states sought to 
block leasing off the Massachusetts and California coasts. Congress has approved 
the moratorium every year since. President George H.W. Bush issued a separate 
executive order banning offshore oil drilling in 1991. That prohibition was 
initially slated to expire in 2002, but in 1998 President Bill Clinton extended it 
to 2012. 

During his appearance yesterday. Bush again urged Congress to open the Arctic 
National Wildlife Refuge in Alaska for oil drilling and to ease the regulatory 
obstacles to expanding refining capacity. McCain remains opposed to drilling in the 
refuge . 

The president also called for ending a ban on oil shale drilling in the Rocky 
Mountain states, a move he said might open access to about 800 billion barrels of 
recoverable oil, or three times the reserves of Saudi Arabia. It has been 
considered too costly to develop those reserves, but Bush said the economic 
"calculus is changing." 

Much of this agenda will prove controversial, especially in politically 
influential coastal states such as Florida and California, whose GOP governors 
diverge on the wisdom of drilling. Florida Gov. Charlie Crist, a key McCain ally, 
reversed his position this week and said he favors lifting the federal ban, giving 
states the option of drilling, while California Gov. Arnold Schwarzenegger 
yesterday restated his opposition to drilling off the state's coastline. 

Keith Hennessy, director of the White House National Economic Council, said that 
under the president's plan, individual states would retain veto power. "Florida, 
like every other state, would be able to make those determinations about what they 
thought is appropriate," he said. 

Richard Charter, a consultant for the Defenders of Wildlife Action Fund, said 
environmental and business groups have found common cause on the issue because 
pristine beaches generate so much tourism income. 

"Offshore oil drilling results in the routine discharges of highly toxic metals, 
hydrocarbons and other substances," Charter said, adding that the toxins build up 
over time in marine life. Since the methods for cleaning oil spills have not 
advanced since the 1950s, he said, "it is counterintuitive" for a coastal 
politician to take actions that "could jeopardize your coastal economy." 

But administration officials and others asserted that technology for preventing 
oil spills has improved and that drilling can be done safely. "Offshore leasing 
will not be popular in coastal states, but it will be very popular with consumers 
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33 a whole, " said J. Robinson West, a leading energy consultant in Washington. 
"This is an eminently logical thing to do. Oil exploration is an industrialized 
process, but environmentally now it is very safe." 

A major uncertainty is the economic impact of offshore drilling, which by Bush’s 
estimate could result in an extra 18 billion barrels of oil -- equivalent to the 
nation's current oil production for the next 10 years, according to the White 
House. Hennessy said he thinks that oil prices might fall as markets began building 
in the expectation of a growing supply. "We would expect it to have an effect on 
the price; it's very difficult to quantify," he said. 

But the federal Energy Inform.ation Administration estimated that if leasing 
began in 2012, "access to the Pacific, Atlantic and eastern Gulf regions would not 
have a significant impact on domestic crude oil and natural gas production or 
prices before 2030." 

Hari Sevugan, a spokesman for Obama, the presumptive Democratic presidential 
nominee, dismissed the proposal, saying that "just as he did with his gas tax 
holiday gimmick, it's clear that instead of straight talk or tough talk, John 
McCain is offering nothing more than the same Washington double talk and old ideas 
that have failed our families for too long." 

McCain spokesman Tucker Bounds said the campaign is confident that the senator's 
proposal will resonate with Americans anxious about rising fuel costs. 

"I think Senator Obama finds himself in a very precarious position, because this 
is John McCain's action versus Barack Obama's inaction," Bounds said. "This 
ultimately comes down to John McCain making a decision that we need to pursue 
policies that lower gas prices for frustrated Americans." 
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It was almost inevitable that a combination of $4-a-gallon gas, public anxiety 
and politicians eager to win votes or repair legacies would produce political 
pandering on an epic scale. So it has, the latest instance being President Bush's 
decision to ask Congress to end the federal ban on offshore oil and gas drilling 
along much of America's continental shelf. 

This is worse than a dumb idea. It is cruelly misleading. It will make only a 
modest difference, at best, to prices at the pump, and even then the benefits will 
be years away. It greatly exaggerates America's leverage over world oil prices. It 
is based on dubious statistics. It diverts the public from the tough decisions that 
need to be made about conservation. 

There is no doubt that a lot of people have been discomfited and genuinely hurt 
by $4-a-gallon gas. But their suffering will not be relieved by drilling in 
restricted areas off the coasts of New Jersey or Virginia or California. The Energy 
Information Administration says that even if both coasts were opened, prices would 
not begin to drop until 2030, The only real beneficiaries will be the oil companies 
that are trying to lock up every last acre .of public land before their friends in 
power -- Mr. Bush and Vice President Dick Cheney -- exit the political stage. 

The whole scheme is based on a series of fictions that range from the egregious 
to the merely annoying. Democratic majority leader. Senator Harry Reid, noted the 
worst of these on Wednesday: That a country that consumes one-quarter of the 
world's oil supply but owns only 3 percent of its reserves can drill its way out of 
any problem — whether it be high prices at the pump or dependence on oil exported 
by unstable countries in Persian Gulf. This fiction has been resisted by Barack 
Obama but foolishly embraced by John McCain, who seemed to be making some sense on 
energy questions until he jumped aboard the lift-the-ban bandwagon on Tuesday. 

A lesser fiction, perpetrated by the oil companies and, to some extent, by 
misleading government figures, is that huge deposits of oil and gas on federal land 
have been closed off and industry has had one hand tied behind its back by 
environmentalists. Democrats and the offshore protections in place for 25 years. 

The numbers suggest otherwise. Of the 36 billion barrels of oil believed to lie 
on federal land, mainly in the Rocky Mountain West and Alaska, almost two-thirds 
are accessible or will be after various land-use and environmental reviews. And of 
the 89 billion barrels of recoverable oil believed to lie offshore, the federal 
Mineral .Management Service says fourth-fifths is open to industry, mostly in the 
Gulf of Mexico and Alaskan waters. 

Clearly, the oil companies are not starved for resources. Further, they do not 
seem to be doing nearly as much as they could with the land to which they've 
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already laid claim. Separate studies by the House Committee on Natural Resources 
and the Wilderness Society, a conservation group, show that roughly three-quarters 
of the 90 million-plus acres of federal land being leased by the oil companies 
onshore and off are not being used to produce anargy. That is 68 million acres 
altogether, among them potentially highly productive leases in the Gulf of Mexico 
and Alaska. 

With that in mind, four influential House Democrats — Edward Markey, Nick 
Rahall, Rahm Emanuel and Maurice Hinchey — have introduced ' *use it or lose it'' 
bills that would force the companies to begin exploiting the leases they have 
before getting any more. Companion bills have been introduced in the Senate, where 
suspicions also run high that industry's main objective is to stockpile millions of 
additional acres of public land before the Bush administration leaves town. 

This cannot be allowed to happen. The Congressional moratoriums on offshore 
drilling were put in place in 1981 and reaffirmed by subsequent Congresses to 
protect coastal economies that depend on clean water and clean coastlines. This was 
also the essential purpose of supplemental executive orders, the first of which was 
issued by Mr. Bush's father in 1990 after the disastrous Exxon Valdez oil spill the 
year before. 

Given the huge resources available to the energy industry, there is no reason to 
undo these protections now. 
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OFFSHORE DROOLING: Drilling advocates face uphill 
climb despite price pressure ( 06 / 19 / 2008 ) 

Ben Gemaii and Alex Kaplun, EAE Dally reparten 

President Bush's call to end offshore drilling bans highlights a basic question; Will record 
oil and gasoline prices weaken longstanding Capitol Hill support for the no-drilling 
zones? 

Probably not, but environmentalists are worried. And Democratic leaders, wary of the 
push to open coastal waters, are increasingly arguing that the oil industry can do more 
with the acreage it already has under lease. 

Efforts to upend the outer continental shelf leasing bans have fallen short in recent years. 
In 2006, when the more drilling-friendly GOP ran Capitol Hill, a measure relaxing the 
coastal bans and giving states discretion to allow drilling off their coasts passed the 
House but stalled. Congress eventually approved far more modest legislation opening up 
more acreage in the Gulf of Mexico. 

But White House spokesman Tony Fratto yesterday wondered if the landscape has 
changed now that motorists are paying more than S4 per gallon. Current leasing bans 
cover both coasts and most of the eastern Gulf of Mexico. 

"We know where Congress was when the price of gasoline at the pump was a dollar," 
Fratto said. "We know where they were when it was $2. Maybe there will be more 
members of Congress in the right place with gasoline at $4 ... a gallon." 

In a Rose Garden speech yesterday. Bush said coastal states should decide if there will be 
oil and gas production in federal waters off their shores ~ aixl get a cut of the royalties if 
they welcome the rigs (Greenwire. June 18). 

Supporters of increasing domestic production are heartened by recent developments. 
Florida Gov. Charlie Crist (R) has dropped his opiposition to offshore production and now 
supports allowing states to decide. 

But Democratic leaders in both chambers quickly attacked Bush's plans. The issue has 
also become prominent in the presidential campaign, with presumptive GOP nominee 
John McCain in support of wider offshore drilling and Democrat Barack Obama 
attacking the plan. 
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Sources on and off Capitol Hill yesterday said that Congress remains highly unlikely to 
abandon limits on coakal production even though oil prices have surged in recent years - 
and risen 40 percent this year alone. 

Environmentalists are worried about how the soaring prices are affecting support for 
drilling restrictions, even though the Democrats are in charge on the Hill. 

"It has changed the politics," said Athan Manuel, a lobbyist for the Sierra Club. 

Manuel and other activists say expanded offshore drilling would endanger ecosystems 
without providing enough oil to curb prices meaningfully. "I think at the end of the day 
we will hold on," he said. "My hair will be a lot grayer, but I think the moratoria will still 
be in place." 

Linda Stuntz, a Washington energy lobbyist who was a high-level Energy Department 
oflScial during George H.W. Bush's presidency, says lawmakers should take another look 
at the current bans in light of the benefits of new supply and new technologies. 

"I would like to t hink there is enough pressure on these guys to do something that they 
would be willing to take a fresh look," Stuntz said. 

But are major policy changes in the offing? "The Washington insider in me would say 
probably not. It is an election year and the lines are drawn." Stuntz said. "I would love to 
be proven wrong." 

The most recent test did not prove her wrong. In a party line vote last week, a House 
Appropriations subcommittee rejected Rep. John Peterson's (R-Pa.) proposal to remove 
coastal leasing bans (E&ENews PM. June 1 1). 

Members may be considering similar measures all summer long. Peterson and other 
Republicans will offer three oil and gas development amendments to the fiscal 2009 
Interior spending bill in the full House Appropriations Committee markup, likely next 
week. That markup was scheduled for yesterday, but Democrats scrapped it to finish 
work on the Iraq supplemental spending bUL 

Peterson's chief of staff, Jordan Clark, said they have doubts about the delay but say it 
only helps the GOP cause. "The further this train goes down the track, the more 
grassroots support we get behind this," Clark said. 

On the other side of Capitol Hill, Sen. Mary Landrieu (D-La.) plans to introduce a bill to 
allow states in areas where leasing is banned to have production offehore and share a 
portion of the revenues. "I imagine senators are looking at any relevant vehicle including 
appropriations," said Adam Sharp, an aide to Landriem 

Also yesterday, Virginia's two senators — Republican John Warner and Democrat Jim 
Webb - introduced a bill that would allow natural gas production off their state's coast 
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and provide the state with 37.5 percent of the leasing and royalty revenue. The 2006 law 
that expanded gulf oil and gas leasing acreage also provided revenue-sharing for 
Louisiana, Texas, Mississippi and Alabama. 

One oil industry lobbyist suggested that more modest measures may surface as the debate 
continues. This source said that supporters of increased production are eyeing the Senate 
Interior Appropriations Subcommittee to make inroads. 

One potential proposal when that subcommittee takes up the fiscal 2009 spending plan 
would be further drilling expansion in the eastern Gulf of Mexico, and new assessments 
of resources off East Coast states if those state governments request it, the lobbyist said. 

The West Coast is "off the table," this source added. Subcommittee Chairwoman Dianne 
Feinstein (D-Calif.) is a staunch opponent of new oil and gas drilling off California. 

Last year, the Senate Appropriations Committee approved an Energy Department 
spending bill that would have steered $10 million for seismic testing to assess the amount 
of oil and gas below federal waters in the eastern Gulf of Mexico. The measure was 
offered by Sens. Larry Craig (R-Idaho) and Byron Dorgan (D-N.D.) but did not 
ultimately become law. 

State officials split on proposal 

Reaction at the state level to Bush and McCain's calls for lifting the moratorium has been 
somewhat mixed. Several coastal governors said they remain strongly opposed while a 
hand&l of other officials said the policy was worth exploring. 

California Gov. Arnold Schwarzenegger (R) ~ who has often clashed with the White 
House on energy policy but has endorsed McCain — reaffirmed his opposition yesterday 
to drilling off the state's coast. 

"California's coastline is an international treasure. I do not support lifting this moratorium 
on new oil drilling off our coast," Schwarzenegger said. 

On a conference call with reporters organized by the Obama campaign, two other coastal 
governors — New Jersey Gov. Jon Corzine (D) and North Carolina Gov. Mike Easley (D) 
~ said they did not believe their states would approve offshore drilling if given the 
option. 

"I don't think you're going to see any change on this — people have studied this issue long 
enough," Easley said. "I don't think the/re going to bite on this." 

Elsewhere though opposition to offshore drilling appeared to be softening somewhat, 
highlighted by Crist's support for coastal drilling. 
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In Virginia, former governor and Democratic Senate candidate Mark Warner (D) 
yesterday gave a lukewarm endorsement to the proposal, saying he generally supported 
giving states the ability to decide whether they should allow drilling. But he also said 
during a campaign stop that other policies would do more to lower costs at the pump. 
Current Gov. Tim Kaine (D) has endorsed a study of the resources available of^hore 
though he has yet to expressly back drilling. 

Democrats to industry: Drill what you have 

Amid pressure for expanded offshore access, Democratic leaders in both chambers are 
highlighting proposals that would pressure oil companies to produce on their current 
onshore and offshore leases. 

Reps. Rahm Emanuel (D-Ill.), who chairs the House Democratic Caucus, Ed Markey (D- 
Mass.) and Nick Rahall (D-W. Va.) have floated plans that would create escalating fees 
on companies for their nonproducing leases and prevent companies fiom obtaining new 
leases unless they are already producing oil or gas from their current leases or "diligently 
developing" them. 

Democratic leadership aides say they want to bring measures addressing the undrilled 
leases to the floor but did not provide a time frame. 

The issue was discussed at a meeting among lawmakers yesterday that included these 
members, and the measures are under consideration for moving ahead, an aide said. 

Eric Bontrager contributed to this story. 
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One was an oilman from Texas, the other a high-paid enargy executive. Despite 
that, or perhaps because of it, for seven years George W. Bush and Dick Cheney have 
been unable to persuade Congress and the public that domestic oil drilling is an 
answer to America's energy needs. 

With the clock running down on his presidency, Mr. Bush made one last push 
Wednesday by calling on Congress to end the 27-y8ar moratorium on most offshore 
drilling. With oil at more than $130 a barrel, gasoline over $4 a gallon and the 
broader economy threatened, the White House is betting it can finally break a 
decades-old Washington deadlock between those who favor domestic oil exploration 
and those who say conservation is the key. 

The qpjestion is whether Americans are feeling enough pain at the pump to force 
their elected leaders to go along, and whether it will make any real difference if 
they do. 

**If Congressional leaders leave for the Fourth of July recess without taking 
action, they will need to explain why $4-a-galion gasoline is not enough incentive 
for them to act,*' Mr. Bush said Wednesday in the White House Rose Garden. ''And 
Americans will rightly ask how high oil — how high gas prices have to rise before 
the Democratic-controlled Congress will do something about it.'' 

Other Republicans, notably Senator John McCain, the party's presumptive 
presidential nominee, are abandoning their long-held opposition to drilling in 
coastal waters. Newt Gingrich, former speaker of the House, recently posted an 
online petition, headlined ’'Drill Here, Drill Now,'* to strengthen support for 
domestic oil exploration, and gathered 650,000 signatures in two weeks. 

''My prediction is that unless oil prices go down below $60 a barrel, you are 
ROW at a fundamental turning point at which you will see a new political coalition 
emerge,'' Mr. Gingrich said in an interview, ''This is a huge populist issue, and 
politicians who ignore it do so at their own peril.*’ 

But Democrats do not feel especially imperiled. Although one moderate Democrat - 
- Senator Mary L. Landrieu of Louisiana, who has long advocated expanding drilling 
in the Gulf of Mexico — is drafting legislation aimed at increasing domestic 
production, the leadership is holding fast. Speaker Nancy Pelosi of California said 
Wednesday, ''We cannot drill our way to energy independence.'' 
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If anything, Democrats say, the White House action gives them a chance to paint 
Mr. Bush as beholden to the oil industry and Mr. McCain as a clone of Mr. Bush, a 
message that will only grow louder as the November election draws near. 

''To have President Bush be the face of this issue far the Republicans means 
having the worst possible spokesman, * ' said Geoff Garin, a Democratic strategist 
who helped run Senator Hillary Rodham Clinton's presidential campaign. 

* 'What Republicans are doing for themselves right now, ' ' Mr. Garin added, *'is 
deepening the impression that they are the party of Big Oil.'' 

Whether $4~a-gallon gasoline is producing more support for domestic drilling is 
hard to discern. A Gallup poll conducted last month found that 57 percent of those 
surveyed favored drilling for oil in coastal and wilderness areas that are now off 
limits, but there are no earlier data for comparison. In March, before the latest 
spike in gasoline prices, a Pew Research Center survey found that 50 percent 
opposed drilling in the Arctic National Wildlife Refuge, in Alaska, while 42 
percent were in favor. 

Mr. Bush has long supported the proposal to drill along a coastal strip of the 
refuge. But he ha.s not before taken up the cause of offshore drilling, partly 
because it was such a hot-button issue in the state of Florida, where his brother 
Jeb was governor. Congress first adopted its moratorium against drilling on the 
outer continental shelf, 3 to 200 miles offshore, in 1901. In 1990, Mr. Bush's 
father signed an executive order reinforcing the ban; Mr, Bush promised Wednesday 
to rescind the order if Congress ended its moratorium. 

In the Rose Garden, the president made the case that in the long run, the 
solution to high prices was to reduce demand for oil by promoting alternative- 
energy technologies, a view widely shared across the political spectrum. But ''in 
the short run,’’ he said, '’the American economy will continue to rely largely on 
oil, and that means we need to increase supply, especially here at home.*' 

The federal Energy Information Administration estimates that 18 billion barrels 
of oil are in the area covered by the moratorium, and the White House says that is 
enough to match current American production for 10 years. But a 2007 analysis by 
the agency concluded that opening up drilling in the moratorium area ''would not 
have a significant impact on domestic crude oil and natural gas production or 
prices before 2030.'' 

The primary concern about offshore drilling has been that unsightly oil rigs 
would dampen tourism, or that spills would threaten the environment. Advocates, and 
even critics, say new technology has greatly reduced the risk of spills. But David 
B. Sandalow, an anargy expert at the Brookings Institution in Washington who 
advises Democrats, argues that the amount of oil that could be recovered is so 
small as not to be worth the environmental risk. 

''It's like walking an extra 20 feet a day to lose weight,'' he said. ''It's 
just not enough to make a difference. ' ' 

But Robin West, who managed the offshore leasing program for the Reagan 
administration and is now chairman of PFC Energy, a consulting company, argues that 
additional supply could make a difference in price, especially if domestic drilling 
were coupled with aggressive conservation efforts. He said it would take time, 
though — a minimum of five or six years, even if drilling were to begin today. 

’’A logical energy policy,*’ Mr. West said, *'is to encourage production and 
discourage consumption. And prices will go down.'' 
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But with just seven months left in his presidency, the relationship between Mr. 
Bush and Congressional Democrats is already set, and unlikely to produce fresh 
agreement on what might be a logical energy policy, especially in the thick of a 
presidential election season. 

As Vin Weber, a Republican former congressman from Minnesota, said; ''I think we 
have been deadlocked on energy over ideological concerns for a long time, and the 
urgency in the country was not there to break out of this debate. And now the 
urgency of the country is there, and it’s too late for this administration.'' 
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Mr. Michael W. Masters 

Managing Member and Portfolio Manager 

Masters Capital Management, L.L,C. 

17 Church Street, 3”^ Floor 
Christiansted, USVI 00820 

Dear Mr. Masters: 

Thank you for appearing before the Subcommittee on Oversight and Investigations on 
Thursday, June 23, 2008, at the hearing entitled “Energy Speculation: Is Greater Regulation 
Necessary to Stop Price Manipulation? - Part n.” We appreciate the time and effort you gave as 
a witness before the Subcommittee. 

Under the Rules of the Committee on Energy and Commerce, the hearing record remains 
open to permit Members to submit additional questions to the witnesses. Attached are questions 
directed to you from a certain Member of the Subcommittee. In preparing your answers to these 
questions, please address your response to the Member who submitted the questions and include 
the text of the Member’s question along with each of your responses. In the event you have been 
asked questions from more than one Member of the Committee, please begin the responses to 
each Member on a new page. 

In order to facilitate the printing of the hearing record, yoiur responses to these questions 
should be received no later than the dose of business Friday, September 19, 2008. Your 
written responses should be delivered to 316 Ford House Office Building and faxed to 202-225- 
5288 to the attention of Kyle Chapman, Legislative Clerk. An electronic version of your 
response should also be sent by e-mail to Mr. Kyle Chapman at kyle.cbapmaa@mail.house.gov 
in a single Word fonnatted document. 



441 


Mr. Michael W. Masters 
Page 2 


Thank you for your prompt attention to this request. If you need additional information 
or have other questions, please contact Kyle Ch^man at (202) 226-2424. 



Attachment 


cc: The Honorable Joe Barton, Ranking Member 

Committee on Energy and Commerce 

The Honorable Bart Stupak, Chairman 
Subcommittee on Oversight and bivestigations 

The Honorable John Shimkus, Ranking Member 
Subcommittee on Oversight and Investigations 
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Honorable Bart Stupak 

1. How large is the pool ofinvestable funds in pension plans, sovereign 
wealth funds, endowments and other institutional investments? 

All of our research is based on publicly available data. We have no 
proprietary information to rely upon. Our estimate of total institutional 
investment is approximately $29 trillion with $26 trillion in "tax-exempt 
assets" and $3 trillion in sovereign wealth funds. 

Those figures comes from these sources: 

• "UK pension fund returns at five-year low," IFAonline, Jennifer Bollen, 
January 28, 2008. [says pension funds have $26 trillion in assets] 
http://www.ifaonline.co.uk/public/showPage.html?page=698204 

• "Sovereign Wealth Funds," Council On Foreign Relations, Lee Hudson 
Teslik, January 18, 2008. [says sovereign wealth funds have $3 
trillion in assets] http://wvvw.cfr.org/publication/15251/ 

2. You testified that $260 billion has been invested in commodity indexes as 
of March 2008 or about 1 percent Do you have more recent information 
on the notional value of these investments? 

Our estimates of the level of commodity index investment are based upon the 
CFTC’s Commodity Index Trader report utilizing simple methodologies as 
explained in the Appendix to our May 20'*' testimony in front of the Senate 
Homeland Security and Governmental Affairs Committee. 

We estimate that commodity index investment on July 1 was approximately 
$317 billion and that by September 2"'^ that level had dropped to 
approximately $220 billion. 

3. Does that amount include index investments in commodities that are 
marketed through exchange-traded funds (ETFs) or commodity-linked 
notes? 

Our understanding is that the CFTC’s Commodity Index Trader data would 
include the positions resulting from the hedging of ETFs and ETNs. 

4. What is the dollar value of exchange-traded commodity futures in the US. 
U.K. and elsewhere? What is included in this estimate? 

For purposes of our analysis we have looked at the dollar value of open 
interest for the 25 commodities that are part of the Standard & Poors 
Goldman Sachs Commodity Index and the Dow Jones - AIG Commodity Index. 


1 
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The most recent date for which we have performed these calculations was 
July 1, 2008 and we used the average dollar value and the average open 
interest for 2008. We estimate the value of these 25 commodities to he $835 
billion. 

5. Given that about 1 percent of institutional money has been invested in 
commodity futures, why is this having such a large effect on commodity 
markets? 

What is a small amount of money to the institutional investment community 
is a large amount of money as far as the commodities futures markets are 
concerned. We estimate that in 2005 the top 25 commodities, which make 
up the major indices, had a market value of $246.5 billion. We further 
estimate that from January 1, 2005 to July 1, 2008 Index Speculators poured 
$148 billion into these commodities. That is a very large amount of money 
flowing into a pretty small market. 

6. If institutional investors were to increase their commodity-index 
investments from 1 to5 percent of their portfolios, what effect would that 
increase have on prices in commodity markets? What is the potential for 
such an increase? 

With $29 billion in assets, 5 percent represents $1.45 trillion. As mentioned 
in question number four the total value of the Top 25 commodities we 
estimated to be approximately $835 billion. If over a trillion dollars flows 
into a market that is under a trillion dollars in size it would have a massively 
disruptive effect that would drive prices to never before seen levels. 

We do not know what the probability of this occurring would be nor do we 
know the timeframe over which it could occur. Some of the probability is 
contingent upon what Congress does and/or threatens to do. 

7. Do you believe that commodity-index speculation should be eliminated or 
simply reduced to an acceptable level? What is an acceptable level? 

We believe that commodities futures markets exist to help bona fide physical 
hedgers reduce their risk and discover prices. Historically, speculators have 
been allowed to participate in the markets in a limited fashion because they 
provide liquidity to the markets. Right now Index Speculators trade in 
unlimited quantities [they face no position limits when utilizing the swaps 
loophole) and they consume liquidity and damage the price discovery 
function. For that reason we see no benefit for the commodities futures 
markets from the participation of Index Speculators and believe that the 
damage they inflict is reason enough to completely ban them. For that 
reason we believe there is no acceptable level. 
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8. In your testimony, you suggest that if a Wall Street investment bank 
controls physical commodities, they cannot accumulate futures positions 
larger than their physical holdings. 

lust to clarify, we believe that Wall Street banks with physical commodity 
businesses should not be given unlimited access to the futures markets. So if 
a Wall Street Bank owns a grain merchandising business that handles 1 
million bushels of corn annually this should not entitle that bank to have 
massive positions of say 100 million bushels at a time. 

a. What specific threats are posed by banks holding physical 
commodities and futures positions in excess of their physical 
holdings? 

The exemption from position limits given to bona fide physical 
hedgers is given with the fundamental premise that they are trading 
in order to reduce their risk and that they do so in an orderly manner. 
Any market participant that is trading to assume risk and make profits 
(which would be any speculator and any physical hedger who is 
trading bigger than their underlying exposure) should be subject to 
speculative position limits in order to protect the price discovery 
function. The risk is that excessive speculation can lead to price 
bubbles, which reflect speculative fervor and not fundamental supply 
and demand considerations. 

For further reference see Section 5.02[1] "Derivatives Regulation," 
Philip McBride Johnson and Thomas Lee Hazen, Aspen Press, 2004, 
page 1235, which states: 

"However, Section 4a (7USC6a) is expressly concerned with 
"excessive speculation" and thus is not specifically an anti(- 
Jmanipulation provision. Rather, section 4a focuses upon market 
disorders attributable to unbridled speculative activity, without 
regard to whether that speculative frenzy has a manipulative 
purpose." 

Also see our large report "The Accidental Hunt Brothers" Michael W. 
Masters & Adam K. White, July 31, 2008. 

b. Is there a need for greater transparency in this area? 

Yes, absolutely. 

c. Is there specific information you believe Congress or the U.S. 
Commodity Futures Trading Commission (CFTC) should obtain to 
better understand this dynamic? 
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To better understand the dynamic of commercial participants trading 
larger than their underlying physical exposures you would need the 
trading records of those commercial participants as well as the 
reported size of their physical exposures. 

1 believe that at one point in the history of speculative positions limits, 
in order to qualify for a bona fide physical hedging exemption you 
needed to report the size of your real world physical exposure. I don't 
know if that is the case today and if it is not then that data would be 
integral to understanding the situation. 

I think we recently had a very similar situation occur with the CFTC's 
reclassification of one large trader from commercial to non- 
commercial. The CFTC discovered this operation, which had a 
physical crude oil business, was engaged in all kinds of trading which 
had little to do with hedging their underlying physical market 
exposure. 

9. In your testimony, you urge Congress to assess whether Wall Street banks 
are selling investments based on the physical hoarding of commodities. 

a. Please provide examples of who is doing this, how it works, and 
what the implications are for commodity prices. 

The documents we provided to the subcommittee show that Credit 
Suisse is selling iron ore and other swaps. While the counterparty to 
the swap does not take possession of the physical Iron ore our 
understanding is that physical iron ore is used by the swaps dealer to 
hedge the transaction. If you take physical iron ore and put it in a 
warehouse to hedge an investment then that is hoarding. Nobody 
would dispute that hoarding will affect prices and if enough hoarding 
takes place it can result in critical shortages. 

b. What specific information should Congress obtain to assess and 
quantify the extent of physical hoarding? 

Congress should begin by talking to Credit Suisse and asking them 
how they are hedging their iron ore swaps. If Credit Suisse is signing 
contracts for physical delivery of iron ore in the future then that can 
easily have an impact on prices because the iron ore producers will 
have less capacity to sign contracts with legitimate consumers of the 
physical product. These legitimate consumers will then have to pay 
more or they will have to buy the commodity on the spot market and 
store it to ensure an adequate supply of iron ore for their operations. 
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10, Investment banks and exchanges tell us that increased regulation will 
drive futures trading offshore. 

a. Is that a credible threat? 

It is not a credible threat for commodities futures. Commodities 
futures involve physical delivery provisions. Physical commodity 
producers and consumers will prefer a futures contract with physical 
delivery provisions. Because they face no speculative position limits 
they will not abandon a U.S. regulated, liquid, futures exchange 
offering contracts with physical delivery in order to trade on an 
offshore, non-U. S. regulated, startup/low liquidity futures exchange 
that cannot offer contracts with physical delivery. 

Likewise a speculator that is under position limits will have no 
incentive to abandon a U.S. regulated liquid futures exchange where 
the prices are not excessively speculative and are reflective of supply 
and demand. 

The only market participants with the incentive to trade elsewhere 
are the traders subject to the position limits. Since speculative 
position limits are intended to stop these large speculators from 
trading on the exchange then their migration to another arena is the 
goal. With that said it is important that the CFTC does not grant 
arbitrage exemptions from position limits for people trying to 
arbitrage prices between a U.S, regulated exchange and a non-U. S. 
regulated exchange. 

b. What are the consequences of driving trading offshore? Would 
this affect employment? 

We don't believe that anyone other than large speculators would seek 
to shift their trading and we further doubt that they would in fact try 
to trade overseas if their only trading partners are other large 
speculators. Even if they do shift their trading overseas the impact on 
employment would be de minimis. 

c. In the face of greater regulation, would investment banks simply 
transact from terminals regulated by other countries using 
employees and physical infrastructure in the U.S.? 

Anyone physically located inside our sovereign borders is subject to 
our laws. Certainly this is true with regard to futures trading 
regulation. The only reason that people are allowed to trade foreign 
markets from inside the U.S. is because the CFTC specifically allows it. 
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d. What is the fiscal effect of moving trading off shore? Could this 
affect US. or local tax revenues? 

Since very little if any trading would move offshore the impact would 
be small. Any impact on tax revenues would likewise be small. 
Inflated oil prices have inflicted severe pain upon our economy. 
Revitalizing the economy by bringing down gas prices to reasonable 
levels would result in a huge increase in tax revenues. 

11. Please respond to three key specific concerns Credit Suisse raises 
regarding your testimony. They argue that; 

a. Other commodities, which are not part of the commodity indexes, 
such as iron ore and cobalt, have gone up in price even more than 
the index-listed commodities. 

There is an entire body of academic research dealing with the 
"substitution effect" and "cross elasticity of demand." A power plant 
that has a choice between burning coal or natural gas to generate 
steam to turn their turbines will choose whichever is cheaper. If the 
price of natural gas rises dramatically they will shift to coal until coal 
prices rise dramatically. The same is true for the tradeoff between 
aluminum and steel, wheat and rice, et cetera. In addition because 
these non-exchange traded markets are smaller and less liquid the 
price increases could be more dramatic than those markets that have 
exchange traded futures. 

In addition like we said Credit Suisse and others are enabling 
institutional investors to make “investments" in iron ore, cobalt and a 
whole host of other non-exchange traded commodities. 

b. Some commodities, which are part of the popular commodity 
indices, such as wheat, have decreased in price, and this 
demonstrates that these markets are not being overwhelmed with 
commodity-index money. 

First of all we have never argued that the laws of supply and demand 
have been abolished (what we have argued is that all forms of supply 
and demand have an impact on prices]. If ranchers are sending their 
herds to slaughter because corn prices are so high they are losing 
money by feeding their cattle then that will depress prices and 
potentially offset the effects of index investments. So sometimes 
index speculation results in prices that are staying steady or falling 
slightly when they should have been falling dramatically. 

Several of the commodities pointed out to be immune from the effects 
of index speculation (lean hogs and feeder cattle] actually cash settle 
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against a nationwide survey of spot market prices. For lean hogs and 
feeder cattle spot prices are not determined by futures prices (like 
they are for grains and energy) and it is difficult to arbitrage between 
spot and futures prices so these commodities are much less affected 
by index investment. 

Wheat prices rose 40% from 915 on 1/1/08 to 1280 on 2/27/08. 

This was on top of an increase of 83% increase in 2007. So Wheat has 
definitely not been immune from the effects of index speculators. 

c. You have overestimated the amount of money flowing into index 
investments and most of the increase is due to price appreciation, 
not new investment into commodity indexes. 

Our methodology is simple and publicly available as mentioned 
earlier. Likewise it is simple to calculate inflows. If the index goes up 
by 10% but the assets tied to that index go up 25% then you know 
10% of the gain is due to price appreciation and 15% is due to inflows 
into the index. 

We believe that our estimates based on the CFTC Commodity Index 
Trader data are conservative. For instance we estimate that on April 
1=' total index investment was around $250 billion (down slightly 
from $260 billion) and that meant an estimated corn position of 
379,000 contracts. On that date the CIT report showed actual futures 
positions controlled by Commodity Index Traders to be 482,000 corn 
contracts. So we underestimate corn positions by more than 100,000 
contracts or 27%. 

12. One major investment bank told the Committee that 12.5 percent of their 
commodity investments were held by sovereign wealth funds. The CFTC 
however, informs us they are only aware of one sovereign wealth fund 
investing in the commodities futures market Why is it important for the 
CFTC and Congress to have a detailed view on the role of sovereign- 
wealth fund investments in the futures markets? 

We do not believe that anyone should be permitted to make 
commodity index investments because of the damage that index 
speculators due to the price discovery function and the fact that they 
consume liquidity thereby providing no benefits to the marketplace. 

The issue of sovereign wealth funds arises separately because it has 
been alleged by others that sovereign wealth funds originating in the 
Middle East have been pouring money into energy heavy indices like 
the S&P GSCl and driving up energy prices as a result 
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Honorable loe Barton 

During the hearing, I asked whether you risked your money or you advised 
others how to risk money in the market You stated that your firm risked your 
own money and other people's money, but not in commodity futures. According 
to your firm 's March 31, 2008 SEC filings, your hedge fund held more than $200 
million (over 20 percent of your holdings) in call options on four U.S. airlines 
and on General Motors. Given that the market value of these publicly traded 
firms is substantially affected by crude oil prices, there is reason to believe your 
firm has a financial stake in the level of crude oil prices. 

You also testified that regulatory action you advocated could be reasonably 
expected to cut the price of oil in half in relatively short order. By way of follow 
up - how have you and/or your firm's holdings in the four U.S, airlines and 
General Motors been affected by the increase of crude oil prices over the last 
year? Do you or your hedge funds have specific financial interests that would be 
affected by the outcome of the policies advocated in your testimony? Please 
explain why or why not 

My firm. Masters Capital Management, holds a diversified portfolio of common 
stocks. Among the stocks and options we hold (as of our last SEC 13-d filing) are 
airline company equities and General Motors. The market value of our firm’s 
holdings in these equities has fluctuated for many reasons over the past year. 

Some of those reasons include the following: 

1. The general level of the US and world equity markets 

2. The fluctuations of the US economy and investors general perceptions 
regarding the U.S. economy 

3. The rest of the world economies and investor perception regarding other 
countries prospects 

4. The general level of interest rates around the world that investor’s use to 
appropriately discount financial models 

5. The general perception by investors of the creditworthiness for these specific 
credits (airlines and GM) 

6. The general perception of credit overall in the US economy and those levels 

7. Various macro factors including currency levels around the world vs. the US 
dollar 

8. The general perception of the risk of geopolitical events with regard to these 
specific industries 

9. The general perception of risk around the world of geopolitical events that 
could have an effect on equity prices 

10. The general level of oil prices and other commodity prices that these and 
other industries use as input costs and the generalized effect of high 
commodity prices on consumers in the U.S. and around the world. 


This list is certainly not exhaustive but gives a reasonable starting point to an 
analysis on different effects of various items that could have affected the values 
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of our holdings in airlines and GM over the past 12 months. Clearly identifying 
exactly how any one of these items affected the value of our holdings during this 
time would be difficult, as the financial markets tend to focus on different things 
at different times. 

With regard to our financial interests, I think it is appropriate to surmise that 
since lower oil prices and commodity prices in general have been conducive to 
higher overall stock market multiples and a generally better economy, it is 
certainly reasonable to conclude that much lower commodity prices would have 
that effect in the future. If we continued to hold long positions in US equities and 
equity prices went up because of these factors, then it is likely our portfolio 
could increase in value. However, whether or not our testimonies would cause 
Congress to pass and the President to sign a bill that would eliminate excessive 
speculation in the Commodities futures markets and theoretically bring prices 
down is beyond our present knowledge. If commodities prices came down, 
whether or not that was in part caused by Congressional actions, then clearly, 
like other consumers, it is likely that i would benefit by paying much less for 
food and gasoline. Additionally, since corporations tend to pass these costs 
along, it is likely 1 would pay less for other goods and services as well. 
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1. Has oil been transformed from a commodity into a financial asset? 

To a degree, yes. The interest of institutional investors to hold oil as an asset has added to the “paper demand” 
for oii and underscores that price formation is not just a function of the physical supply and demand for oil. 

2. Oil prices are about S122 per barrel, up from about $69 at this time last year. What should the price be if 
it was determined solely by supply and demand fundamentals? How much of the price is attributable to 
speculation? 

My best estimate is that a fundamentally supportable price in today’s market (September 19, 2008) could be as 
low as S80-90 per barrel (WTI). 

3. You testified that pension, index, and sovereign fund managers have increased their exposure to financial 
energy contracts - especially crude oil - and that the amount is extremely large in proportion to the 
historic size of the energy commodify markets. 

a. Can you compare the size of these institutional investments in commodity futures with the size of the 
energy commodity markets? 

1 have never had sufficient data to undertake a formal study on this question so any answer to this question 
will use rough e.stimates. Just estimating based upon open Interest from the latest CTFC Commitment of 
Traders Report for both futures and options, and the price per barrel on the same day. the size of the WTI 
paper market measured by the CFTC data (that is, NYMEX trades only) is roughly $300 billion. The 
estimate is only $115 billion if you do not include the options equivalents. While WTI is only one 
component of the energy markets it represents roughly 39 percent of the Goldman Sachs Commodity Index 
(GSCJ) at the time of writing. It also represents roughly 53 percent of the energy components within the 
index. Although just estimates these numbers do give a rough approximation of the relative .size of the 
energy markets. Even though NYMEX WTI prices set the clearing price for all other exchanges and over- 
the-counter deals, the open interest in crude oil indexed to WTI (on the ICE Exchange and at swaps dealers 
not participating in ICE), is not public information but Is likely to he multiples of the volume of open 
interest in the NYMEX. 

b. Have you reviewed the $260 billion figure used to quantify the size of index investments? Is this a 
reasonable estimate? 

The S260 billion figure used to quantify the size of index investments seems like a reasonable estimate. It 
has likely changed dramatically in recent months as contracts have lost considerable value since July. The 
method of generating this $260 billion figure, however, is based on a couple of large assumptions, 
particularly that all index funds are trading based upon one of two indices. This might be the case but there 
has been no evidence as such, 

c. What is the magnitude of these investments on oil futures prices? 

This is difficult to determine hut 1 would assume it would be a significant impact. Anytime you add a 
significant volume of money to a market, priee.s go up. If you liken it to the money markets, when the Fed 
increases the money supply through monetary instruments, inflation is always a concern. The relative size 
of the injected volumes, if commodity market growth of roughly $200 billion dollars since 2003 is 
accurate, compared to the overall size of the market would probably have a significant impact. 
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d. Are the commodity futures markets too smalt to be used by institutional investors for their 
diversification strategies? 

It depends on the size of the specific commodity, but I would say that the commodity futures markets are 
too small to be used by investors with assets of this magnitude. Even at low percentages of deployment of 
index funds, the volume of contracts that these players have added to the market has, in my opinion, 
strongly influenced prices. The explosion in the number of contracts traded by these entities is also likely to 
pull the spot markets along for the ride. It is notable that their effect is evident both when they are taking 
long positions (speculating that prices will go up), and when they are liquidating those long positions or (in 
the case of some funds) .short-selling oil via taking short positions (speculating that prices will go down). 

4. You testified, 'it appears from our analysis that the increase in demand for paper oil barrels over the 
past several years has helped to drive those prices up.” What analysis has your firm performed in this 
area? 

We have analyzed the increase in open interest and compared this with the rise in prices. We have performed 
relatively straightfor«'ard correlation analysis on the numbers, and, as in any complex issue, have found that at 
times the correlations are high, and at others, they are low. W'e do not claim that speculation always drives 
prices, simply that they influence prices to greater or lesser degrees. Recent events have made it more 
acceptable to say that speculators have had extraordinary influence on as.set prices. In oil this has been true for 
a long time. 

5. Mike Masters estimates that about 1 percent of the funds held by institutional investors have been put 
into index investments, if this number was to increase to 5 percent, do you expect that this would drive 
prices higher for energy commodities? 

Yes. Although 1 have not performed any stringent analysis of this situation, just looking at CalPERS alone, one 
of the largest pension funds in the U.S., if they follow the GSCI and increased their investment from roughly 
1% to 5% this would represent an additional S5.4 billion just in the WTI and Brent markets based upon the most 
recent value of the fund as of June 30ih of roughly S240 billion. 

6. In your testimony, you recommend that the IntcrconCincntaiExchangc, Inc. (ICE) should provide greater 
transparency with respect to trading on their markets. What particular information should ICE Futures 
disclose tu ensure that their markets aresufficientiy transparent? 

I think that the ICE exchange should provide the same type of infomiation that is required of the Nymex, They 
should disclose to the CFTC who the large traders are and position changes in the market, particularly with 
respect to a few broad categories. I think the recent CFTC actions and cooperation initiatives were a good start, 

7. You recommend that all exchanges and ovcr-thc-countcr markets impose and enforce po.sition limits. 

a. Even if the current position accountability levels imposed by the New York Mercantile exchange 
(NYMEX) (10,000 contracts any month, 20,000 contracts all months) were enforced, is the aggregate 
impact of positions taken by hedge funds, pension funds, and commodltics-indcx investments across 
ail markets so large that even if the U.S. Commodity Futures Commission (CFTC) was to enforce 
these position limits, these investments would contribute to speculative bubbles? 

ll is possible. If (here are a number of entities that do maximize these limits, they could contribute to 
.significant appreciation in the market. These limits don't address the aggregate size of the market so a 
speculative bubble would definitely still be possible under these limits, particularly if a number of new' 
participants enter the market. It would however, require a larger number of trading firms moving in a 
similar direction to create this bubble. 
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b. Should position limits be reduced to lessen excessive speculation? 

I think position limits on speculators should be reduced, particularly considering the number of new 
participants in the market. It is more important to ensure that the size of the speculator portion of the 
market does not significantly outweigh the size of the commercial piece of the market that uses the market 
for risk management purposes. 

c. If so, what method should be used to establish the appropriate level? 

1 am a practical observer rather than a scholar on the.se markets. As a consultant to my clients {rather than 
an academic) I would be much more comfortable with speculative positions below 20 percent of total 
options and ftitures open interest than above 20 percent, it is also essential that we call a hedger a hedger, 
and a speculator a speculator. This has not been the practice and 1 am pleased to see greater interest in 
resuming these "best practices" for futures markets. 

8. The CFTC argues that the targe influx of capital into index investment through swaps has not affected 
price because the net position of swap dealers docs not indicate there is a significant net long position. 
Please review the attached copy of their presentation from the hearing. Is the CFTC’s analysis valid in 
dismissing the impact of index investments by swap dealers? 

I am not sure that their analysis is valid. I think that it is more important to look through the trades to determine 
who is on the other side of the trade. If all of the long positions for swap transactions are index funds and only a 
small portion of the short tran.sactions are speculators than these swap transactions are skewing the data. If swap 
dealer clients that should be classified as non-commercials were moved to the correct category it would likely 
paint a much better picture of what is actually going on in the market and make it much easier for regulators and 
policy makers to analyze the impact of these participants. The current situation also aIlow.s speculators to ignore 
position limits, While according to the most recent publication by the CFTC this is not widespread practice, it 
does present the opportunity, particularly in the short-term to produce significant voiatility issues. 


Sincerely, 



Edward N, Krapels, Ph.D. 

Advisor, Financial Energy .Markets Services 
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House Committee on Energy and Commerce 
Subcommittee on Oversight and Investigations 
U.S. House of Representatives 
June 23, 2008 

“Energy Speculation: Is Greater Regulation Necessary to Stop Price Manipulation?” 

Questions from the Honorable Bart Stupak to Doug Steenland, President and CEO 
of Northwest Airlines, Inc. 

1 . You testified that supply and demand fundamentals do not explain price increases 
or volatility in oil markets. What is the basis for this conclusion? 

Answer: The fundamentals of supply and demand are certainly having an impact on oil 
prices, hut they alone cannot account for the tremendous run-up that we have seen in 
crude oil prices over the past 13 months. Supply and demand simply cannot explain the 
price of oil at $95 in January, at $147 in June and back to $90 in September. 

The only thing that explains this volatility is the upward pressure that excessive 
speculation places on commodity prices. We have seen a tsunami of speculative money 
flowing into commodities markets in recent years. Assets allocated to commodity indices 
grew from $13 billion in 2003 to $317 billion in July 2008, a 24-fold increase. At the 
same time, the prices for the 25 commodities that make up these indices rose by an 
average of over 200 percent. As this speculative money flowed into the market, the 
volume of oil traded “on paper” was, on some trading days, as high as 22 times greater 
than the volume of oil consumed. In other words, institutional investors turned 
commodities into just another asset class, causing severe market imbalance and upsetting 
the natural relationship between supply and demand and driving up prices. These price 
increases occurred despite the fact that the world has not experienced a shortage of oil. 
Consumers are not waiting in line for gasoline and OPEC has said that there are no 
supply shortages in the world oil markets. 

As hundreds of billions of dollars poured into the relatively small commodities futures 
markets, prices were driven up dramatically. Even more telling, between July and early 
September, commodity index investors reportedly sold a record $39 billion worth of oil 
futures, strongly coinciding with the stunning recent decrease in oil prices that we have 
experienced in recent weeks - a decrease that occurred despite two hurricanes tearing 
through the Gulf of Mexico and Texas, and other supply disruptions in oil producing 
nations around the world. 


2. The futures and investment banking industry wrote Congress criticizing proposals 
to reduce speculation as “counterproductive.” They claim it would drive needed 
speculative capital from the markets to other trading venues that are less 
accessible to U.S. regulators. They oppose limiting investments in commodity 
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indexes because this would limit retirees’ and future retirees’ investment choices 
to protect themselves from inflation. 

a. How many jobs have been lost in the air transport sector and/or at 
Northwest Airlines that could be reasonably attributed to excessive 
speculation in the energy markets? How large are the losses to State and 
Federal tax revenues? How does this compare with the risks of Job loss 
for the financial-services sector? 

Answer: Industrywide, members of the Air Transport Association expect to have 
approximately 20,000 fewer full-time equivalent employees in the fourth quarter of 2008 
than they did in the fourth quarter of 2007. Virtually all of this decrease, through the use 
of layoffs, buyouts, and early retirements, is a result of skyrocketing fuel costs over the 
past twelve months. 

Airlines, as they are currently structured, simply cannot operate profitably when fuel 
costs are those levels and ATA member companies have been forced to contract in order 
to survive. This has resulted in thousands of layoffs, significant reductions in service, 
and financial harm to ATA’s member companies and their shareholders. This clearly 
results in a significant loss of tax revenues in jurisdictions around the country. 

Given the extreme volatility the U.S. financial services sector is experiencing today, it is 
difficult to quantify what impact these changes would have on them, but the cost of fuel 
impacts every aspect of our economy and preventing artificial and unnecessary price 
inflation will greatly benefit our economy as a whole. 

b. What are the costs to your industry of inaction? 

Answer: Every $1 increase in the cost of a barrel of jet fuel results in $465 million in 
increased fuel costs for our industry. Again, assuming speculation is responsible for a 
portion of the run-up in fuel costs over the past 12 months, this has unnecessarily cost our 
industry billions of dollars and forced significant service cutbacks and layoffs - and it 
could happen again. Congressional action to place reasonable limits on traders’ activities 
and shine more light on the players and positions within the oil market - both on 
exchanges and in over-the-counter trades - will significantly reduce the ability of traders 
to inflate another speculative bubble in the oil market and again inflict such tremendous 
damage on our economy, 

c. How do the costs of congressional inaction to your industry compare with 
the costs or consequences of regulating speculation on Wall Street? How 
should Congress balance these two considerations? 

Answer: While we are not in a position to testify as to the costs that H.R. 6604 or other 
speculation legislation would impose on Wall Street, we would note that, in the many 
congressional hearings that have been held on this topic in the past several months, 
witnesses representing the commodity exchanges have never raised this as a concern. 
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Our primary goal of imposing reasonable position limits to prevent a concentration of 
ownership should not have a “cost” associated with it. As we have indicated above, the 
financial impact of inaction on our industry has been huge and it continues to this day, 
despite the recent reduction in fuel prices. Moreover, it is entirely possible that the 
speculative bubble could reinflate without strong congressional action. 

Given the tremendous damage high fuel prices can inflict on virtually all sectors of our 
nation’s economy, we fee! that efforts to bring down the cost of that commodity should 
be given significant deference by policymakers and strong speculation legislation is an 
important component of such efforts. 

d. Does Northwest do physical hedging through the swaps markets? What 
percentages of your fuel costs are hedged? 

Answer: As of September 1 8, Northwest has hedged approximately 70% of its 
remaining 2008 jet fuel requirements and approximately 4 1 % of its first quarter 2009 
requirements using a combination of collars and swaps on crude oil and jet fuel. 

e. Has Northwest reviewed H.R. 6604- The Commodity Markets 
Transparency and Accountability Act of 2008? Please provide your views 
on its strengths and weaknesses. 

Answer: Northwest Airlines and other members of the Air Transport Association have 
reviewed H.R. 6604 and endorsed the legislation. We feel that it is commendable 
legislation that would discourage excessive speculation and promote transparency in 
commodities markets, This will help prevent another massive speculative price bubble in 
the oil market. That said, we prefer the approach you took in your legislation (H.R. 
6330), which would have directed the CFTC to establish hard position limits on over-the- 
counter market transactions rather than simply suggesting that they investigate the matter 
and take the actions they deem appropriate. 

f. Would H.R. 6604 reduce liquidity and create the unintended effect of 
driving up oil prices? 

Answer: Again, Northwest Airlines and the Air Transport Association believe H.R. 

6604 is good legislation and we endorsed it. It w'ould certainly not deny oil commodity 
markets the liquidity they need to perform their intended function - providing actual 
physical hedgers, like airlines, with a trustworthy mechanism to lay off some of the price 
risk of producing and purchasing commodities like oil. There are no provisions in that 
bill would create upward pressure on oil markets. 

g. Has the airline industry examined the extent to which their remaining 
defined benefit-pension plans are investing in commodities and could be 
contributing to the lun-up in oil prices? 
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Answer: No, the airline industry, as a group, has not compiled this information. 
Individual airlines may have data on this but the Air Transport Association does not. 
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The Honorable Bart Stupak 

Chair, Subcommittee on Ovemght and Investigations 
House Committee on Energy a Commerce 
316 Ford House Office Building 
Washington, DX. 20515-61151 

By Fax: 202-225-5288 

Dear Chairman Stupak, 

Thank you again for the oppoHtunity to appear before the subcommittee on June 23, 
2008 addressing the issue of ‘Energy Speculation: Is Greater Regulation Necessary to 
Stop Price Manipulation-Part 11.” 

In Chairman Dingell's letter td me of September 3, 2008 you posed additional 
questions which I am pleased to answer here. 


Mr. Stupak: You testified thatj increasing domestic drilling for oil would have little or 
no effe^ on the price of a barrel of oil because the futures markets have become 
dislocated from supply and demand economics. How far dislocated are the markets 
from underlying supply and demand fundamentals? How much of the price of oil at 
$125 per barrel is attributable to excessive speculation? 
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1' iX cannot be attributed solely to a strengthening of the 
t ecline in demand worldwide, solely to an increase in 
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energy policy. 
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Page 2. 

The Honorable Bart Stupak 


Mr. Stupak: You recommend closing a number of loopholes and reducing the degree 
of speculation in the futures i narkets. The futures industry says that if we regulate 
them, they will shift their tralfng offshore to less-regulated jurisdictions. What is your 
response to their concern tha : global markets are linked electronically and that 
trading can simply move to otjher less-regulated jurisdictions? 

Ur. Guilford: This is a fair pdint, as commodities trading exists in more than 20 
countries around the world ar d what the United States does by itself has limited 
effect and would drive tradin l to off-shore platforms. That said, highly successful 
efforts have been made to co nbat such issues as money laundering since the 19S0’s, 
also an activity undertaken through electronic means in the world’s financial system. 
Today, a panoply of internatii mal organizations - the United Nations Office for Drug 
Control and Crime Prevention (UNODCCP), the Financial Action Task Force (FATF), the 
Caribbean Financial Action Task Force (CFATF), the Organization of American States 
Inter-American Drug Control 4ommission (OA$-CICAD), the Inter-American 
Development Bank (IDE), the luropean Commission, the Council of Europe, the Asia 
Pacific Group on Money Launcering (APG>, the Offshore Group of Banking Supervisors 
(OGBS), the Basle Committee on Banking Supervision, Interpol, the World Customs 
Organization (WCO), and the I [gmont Group of Financial Intelligence Units - are 
involved in various aspects of coordinating the development of anti-money laundering 
laws and regulations, negotiaiing bilateral and multilateral accords to cooperate and 
exchange information and evi lence in support of money laundering and asset 
forfeiture investigations, assessing regional threats, advising on specific policy and 
administrative changes, and providing increasingly coordinated technical assistance 
and logistical support. Congrt ssman Larson's office and I have had several 
conversations on the cross-commodity trading issue and we encouraged the use of a 
Dear Colleague and other Con jressional communications to the President to make this 
a priority among the G-8, as vas the case on money laundering in 1989 among the then 
G-7. Clearly, where there is a multinational and relatively successful effort to combat 
money lauridering we can use that model to do the same information sharing, use of 
bilateral accords and information exchanges between U.S. and foreign exchanges and 
use the leverage of the U.S. being the world’s largest energy consumer to facilitate 
that effort. 

Mr. Stupak: You testified that! there are $9 trillion dollars held in over-the-counter 
commodity derivatives, accorcjling to the Bank for International Settlements. The U.S. 
Commodity Futures Trading Commission has no jurisdiction over these massive ’dark 
markets,' particularly with respect to ene^. What steps should Congress take to shed 
some light on these markets, particulaKy if these over-the-counter deals affect the 
price of commodities? 
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Page 3. 

The Honorable Bart Stupak 


Mr. Guilford: That total amo| 
S7.1 trillion to $9 trillion in ji 
energy complex and that has 
commodities. The Foreign Bo^i 
measures as a G-8 agreement 
between international regulatjoi 
Financial Action Task Force [F 
of restricting trading on energ; 
regulated and overseen by thi ' 
CFTC with information sharing 
the previous question. This all 
and with the leadership and r< 
multinational agreements 


i(int of world OTC/commodity investment Inaeased from 
2007, and of that is approximately $1.4 trillion in the 
(lad the affect of inflating the values of those energy 
irds of Trade Loophole needs to be closed by such 
|on establishing a protocol for information sharing 
iry authorities much as the G-7 began in 1989 with a 
|ATF] on money laundering, and further by consideration 
|y commodities for U.S. consumption to those platforms 
CFTC and other such international equivalents of the 
agreements with the U.S., as discussed in my answer to 
presupposes however, that we have a CFTC engaged 

^ es to oversee domestic markets and develop the 
to properly oversee these huge markets. 


Thank you again for allowing line to participate in the activities of the subcommittee 
on this important issue. If there is ever anything else we can do to assist you and Che 
subcommittee in its work pleqse don't hesitate to contact us again. 


Sincerely. 



Eugene A. Guilford, Jr. 
Executive Director 
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The Honorable Walter Lukken 

Acting Chairman and Commissioner 

U.S. Commodity Futures Trading Commission 

3 Lafayette Center 

1155 21*’ Street, N.W. 

Washington, D.C. 20581 

Dear Chairman Lukken: 

Thank you for appearing before the Subcommittee on Oversight and Investigations on 
Thursday, June 23, 2008, at the hearing entitled “Energy Speculation: Is Greater Regulation 
Necessary to Stop Price Manipulation? ~ Part D.” We appreciate the time and effort you gave as 
a witness before the Subcommittee. 

Under the Rules of the Committee on Energy and Commerce, the hearing record remains 
open to permit Members to submit additional questions to the witnesses. Attached are questions 
directed to you from a certain Member of the Subcommittee. In preparing your answers to these 
questions, please address your response to the Member who submitted the questions and include 
the text of the Member’s question along with each of your responses. 

In order to facilitate the printing of the hearing record, your responses to these questions 
should be received no later than the close of business Friday, September 19, 2008. Your 
written responses should be delivered to 316 Ford House Office Building and faxed to 202-225- 
5288 to the attention of Kyle Chapman, Legislative Cleric. An electronic version of your 
response should also be sent by e-mail to Mr. Kyle Chapman at kyle.chapman@maIl.house.gov 
in a single Word formatted document. 
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The Honorable Walter Lukken 
Page 2 


Thank you for your prompt attention to this request. If you need additional information 
or have other questions, please contact Kyle Chapman at (202) 226-2424. 



Attachment 


cc: The Honorable Joe Barton, Ranking Member 

Committee on Energy and Commerce 

The Honorable Bart Stupak, Chairman 
Subcommittee on Oversight and Investigations 

The Honorable John Shimkus, Ranking Member 
Subcommittee on Oversight and Investigations 
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1. Is “excessive speculation,” as defined in the Commodity Exchange Act (CEA), 
limited to willful price manipulation on the part of individuals or groups of traders 
who are coordinating their activities which cause disorderly markets (e.g., 
“banging” the close)? 

The concepts of “excessive speculation” on the one hand, and “manipulation” on the other 
hand, are separate and distinct. 

The term “excessive speculation” is not defined in the CEA. In particular, neither Section 
la of the CEA, 7 U.S.C. § la (which is the Definitions section of the statute), nor Section 
4a(a) of the CEA, 7 U.S.C. § 6a(a) (which is the only section of the statute that uses the 
term) provides a definition. 

Rather, CEA Section 4a(a) describes the effect of excessive speculation in terms of its 
burden on interstate commerce in a commodity. Under Section 4a(a), excessive speculation 
is deemed an undue and unnecessary burden on interstate commerce where the trading 
results in “sudden or unreasonable fluctuations or unwarranted changes in the price” of 
commodities underlying futures transactions. 

Congress also specified in Section 4a(a) of the CEA what remedial limits may be imposed 
to diminish, eliminate, or prevent such a burden (for example, through speculative position 
limits). Pursuant to Section 4a(a), the CFTC has utilized its authority to set limits on the 
amount of speculative trading that may occur or speculative positions that may be held in 
contracts for future delivery. Moreover, CEA Section 5(d)(5), 7 U.S.C. § 7(d)(5), provides 
that an exchange, “[t]o reduce the potential threat of market manipulation or congestion, 
especially during trading in the delivery month . . . shall adopt position limitations or 
position accountability for speculators, where necessary and appropriate.” 

Thus, the CEA does not make excessive speculation a perse violation. This stands in 
contrast to manipulation, which is .separately addres.sed in the statute. CEA Sections 6(c), 
6(d) and 9(a)(2), 7 U.S.C. §§ 9, 13(a)(2), and 13b, specifically make it a statutory violation, 
for which the CFTC may bring an enforcement action, to manipulate the price of a 
commodity in interstate commerce or for future delivery. 

Through enforcement actions taken against alleged manipulators over the years, the CFTC 
and the courts have established the elements that must be proved. Specifically, to sustain a 
charge of perfected manipulation, the CFTC must prove that: I ) the accused had the ability 
to influence market prices; 2) the accused specifically intended to do so; 3) artificial prices 
existed; and 4) the accused caused the artificial prices. See, e.g.. In re Cox, [1986-1987 
Transfer Binder] Comm. Fut. L. Rep. (CCFl) H 23,786 at 34,061 (CFTC July 15, 1987); 
CFTC V. Enron Corp. and Shively, 2004 WL 594752 *3, [2003-2004 Transfer Binder] 
Comm. Fut. L. Rep. (CCH) 29,714 (S.D. Tex. 2004) (motion to dismiss). Manipulation is 
prohibited whether a trader acts alone or engages in coordinated activity with other traders. 

Because excessive speculation (as opposed to manipulation) is not a per se violation of the 
CEA for which enforcement action may be brought, there is no comparable body of case 
law or CFTC pronouncements regarding the elements of excessive speculation. Nor are we 
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aware of any published interpretation as to whether some degree of willfulness or intent in 
particular is required. The CFTC and exchange position limits and position accountability 
levels that are called for by CEA Sections 4a(a) and 5(d)(5) do not draw any such 
distinction based on concepts of willfulness or intent. 


2. Does excessive speculation also encompass unintentional actions by speculators 
which cause price distortion because such investments are of sufficient magnitude 
and only on one side (e.g., solely long)? 

Please see answer to question no. 1 . 

3. To cover the circumstances in question number two, would Congress need to 
provide the D.S. Commodity Futures Trading Commission (CFTC) with a broader 
dellnition of excessive speculation? 

Please see answer to question no. 1 . 


4. A Statement of Administration Policy (SAP) on H.R. 6604, the Commodity 
Markets Transparency and .Accountability Act of 2008, was issued on July 30, 
2008. Did the CFTC contribute to or review the SAP before it was issued? Please 
explain the CFTC’s specific activities in developing the SAP. 

The CFTC is an independent agency of the United States government established by 
statute. It provides technical staff assistance upon request to those serving in the Executive 
branch in the same manner as it provides technical staff assistance upon request to those 
serving in the Legislative branch. CFTC staff did provide technical staff assistance with 
respect to the above-referenced SAP. 


5. The SAP states, “the Administration is seriously concerned about section 14, 
which, based on an ambiguous definition of fungible’ agreements, could require 
unprecedented new reporting requirements on certain over-the-counter (OTC) 
transactions.” 

a. Is the term fungible currently used in the Commodity Exchange Act in 
sections 2(h)(7), 4g, and 4i? 

Yes. 

b. Is the term fungible in these three sections of the CEA a “serious concern”? 

The tenn “fungible” in these three sections of the CEA is not a serious concern to the 

CFTC due to the targeted use of the term. 

2 
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c. If the answer to the previous question is no, please explain why this term is a 
serious eoneern in H.R. 6604. 

We cannot speak for the Administration. We note, though, that the reference to “serious 
concern” in the SAP appears to apply to section 14 of H.R. 6604 generally, rather than to 
the term “fungible” in particular. 

In any event, with respect to the term “fungible,” the same temi is being used in 
different market contexts. The term “fungible” was added to CEA Sections 2(h)(7), 4g, 
and 4i, 7 U.S.C. §§ 2(h)(7), 6g, and 6i, by the CFTC Reauthorization Act of 2008, which 
was a part of the “Farm Bill” enacted earlier this year. Each of these three provisions 
refers to a transaction that can be cleared because it is treated by a derivatives clearing 
organization as “fungible” with a significant price discovery contract traded on an 
electronic trading facility. This is confirmed by the “Joint Explanatory Statement of the 
Committee of Conference,” which explained that the provisions “make clear that in 
determining appropriate position limits or position accountability limits under [the CEA], 
an electronic trading facility shall consider cleared swaps transactions that are treated by 
a derivatives clearing organization as fungible with significant price discovery contracts.” 

In Section 14 of H.R. 6604, by contrast, the context is broader and less defined. It is 
ambiguous as to whether the term “fungible” means “cleared” as it does in CEA 
Sections 2(h)(7), 4g, and 4i. The fact that the bill neither says “cleared,” nor refers to 
derivatives clearing organizations, suggests that something other than “cleared” may be 
intended - yet, little guidance is provided to the CFTC which would be responsible for 
defining the term. 


6. On October 19, 2007, Goldman Sachs wrote, “The increasing prevalence of futures 
contracts has transformed the nature of oil markets. It is no longer only about the 
value of oil as an energy commodity, but also... oil as a financial asset.” As a 
matter of economic policy, is it the CFTC’s policy to allow commodities essential to 
the economy, such as oil, to be priced as a financial asset — similar to gold — or 
should it be regulated in a way to ensure its price is dictated exclusively by supply 
and demand fundamentals? 

The CFTC is authorized by and charged with the enforcement of the Commodity 
Exchange Act. Under that statute the CFTC's mission is to protect market users and the 
public from fraud, manipulation, and abusive practices related to the sale of commodity 
and financial futures and options, and to foster open, competitive, and financially sound 
futures and option markets regardless of the underlying commodity. 


3 
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7. The Internationa) Monetary Fund’s (IMF) Regional Outlook for May 2008 states, 
“It appears that speculation has played a significant role in the run up in oil prices 
as the U.S. dollar has weakened and investors have looked for a hedge in oil futures 
and gold. Producers, in particular, argue that fundamentals would yield an oil 
price of $80 per barrel, with the rest being speculative activity.” 

a. Has the CFTC analyzed this IMF report? 

Yes. Commission staff read the Report and discussed it with IMF staff 


b. Is the IMF in error when it reports the view of producers that speculation 
has played a significant role in the run up of oil prices? 

CFTC staff met infomially with IMF staff from the IMF research and capital markets 
groups and, among other things, noted the CFTC staffs disagreement with the 
Regional report’s conclusions. 


c. Has the CFTC consulted with the Organization of the Petroleum Exporting 
Countries (OPEC) and its member countries to assess their views on the role 
of speculation affecting oil prices? 


No. 


8. Are the physical commodity futures markets too small to be used by institutional 
investors for trillion-dollar asset diversiFication strategies? Can these markets 
absorb unlimited amounts of capital without affecting the price of underlying 
commodities? 

Gross World Product for 2007 is estimated by the CIA at over $54 trillion and US GDP is 
about one quarter of that ($13.3 trillion in 2006). These figures represent the total value 
of goods and services produced by, respectively, the world and the US in the cited years. 
The notional value of physical commodities listed on U.S. futures exchanges is around $1 
trillion, which amounts to less than 2% of goods and services produced worldwide in a 
single year. 

Further, the $ I trillion figure needs to be understood in flow tenns rather than in stock 
terms. Goods typically go from producer to consumer in a multistage process. As a 
commodity moves from producer to ultimate consumer, it is bought and sold multiple 
times, exposing each buyer and seller in the chain to possible losses. Hence, each stage 
of the merchandizing chain offers a potential hedging interest. For example, the elevator 
that purchases corn from a farmer, the feed lot that purchases that com, as w'ell as 
exporters and others each face the risk that the price of that commodity will fluctuate. 

4 
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Futures provide a vehicle to manage this price risk and the same bushel of com (working 
its way through the chain) might generate multiple futures contracts. Hence, the total 
notional value of futures contracts can easily exceed the total value of the commodity 
actually produced. 


9. What is the size of the OTC markets in crude oil in the U.S.? 

Because many OTC derivatives for crude oil are privately-negotiated away from 
regulated exchanges, it is difficult to estimate the total size of this market. In June 2008, 
however, the Commission issued a special call on OTC swap dealers compelling those 
dealers to participate in a survey of their OTC positions. This information was presented 
in a CFTC staff report on swap dealers and index traders (Swaps and Index Traders 
Report) for three separate dates — December 3 1 , 2007, March 3 1 , 2008 and June 30, 
2008. The Commission believes it has captured a vast majority of OTC positions in 
commodity index positions. 

As this report indicates, the notional value for these crude oil contracts on June 30, 2008 
was $5 1 billion. However, that figure does not include OTC positions held by entities 
other than commodity index traders, such as single commodity swaps. 


10. What is the legal basis for allowing a bona fide hedging exemption for swaps 
dealers who are laying off purely financial risk into the future markets (e.g., 
commodity-index investments)? 

The legal basis of the bona fide exemption for swap dealers is derived from Commission 
Regulation 1 .47(b)(2), which enables exemptions for such positions that are 
“economically appropriate to the reduction of risk exposure attendant to the conduct and 
management of a commercial enterprise.” The Commission recently announced that it is 
reviewing this policy for granting exemptions for risk management purposes. 

The bona fide hedge exemption treatment for risk management, first instituted in 1991, 
was in large part prompted by Congressional direction. Through the mid-1980’s, the 
Commission strictly limited “bona fide hedging” transactions to transactions “normally 
represent[ing] a substitute for transactions to be made or positions to be taken at a later 
time in a physical marketing channel.”' During that time period, however, derivatives 
trading and risk management practices began to evolve considerably and this aspect of 
the hedging definition proved to be ill-fitted to the economic realities of financial futures 
because portfolio managers utilize financial products to add incremental income to 
managed assets, to manage risk, or to rebalance a portfolio. These financial futures 
positions typically arc taken as an alternative to cash market transactions (in view of their 
lower transaction costs, speed, and minimal price impact), rather than as a temporary 


17CFR 1.3(z){!), 
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substitute for positions that will later be taken in the underlying cash market. 

In 1 986, Congress directed the Commission to keep the hedging definition consistent 
with evolving industry needs and practices. In response to concerns regarding artificial 
restraints on investment decisions imposed by position limits, the House Committee on 
Agriculture, in its Report accompanying the Commission’s 1986 reauthorization 
legislation, instructed the Commission to re-examine its approach to speculative position 
limits and its definition of hedging.^ Specifically, as to the hedging definition, the House 
Report “strongly urge[d] the Commission to undertake a review of its hedging definition. 

. . and to consider giving certain concepts, uses, and strategies ‘non-speculative’ 
treatment . . . whether under the hedging definition or, if appropriate, as a separate 
category similar to the treatment given certain spread, .straddle or arbitrage positions 

Subsequently, the Senate Committee on Agriculture, Nutrition, and Forestry, in its Report 
on the 1986 reauthorization legislation, “urge[d] the Commission to undertake a review 
of its hedging definition for the purpose of ensuring that the definition is, in fact, 
consistent with the legitimate needs and practices of the industry.”^ The Senate 
Committee specified that, as part of this review, the Commission should consider 
“whether the concept of prudent risk management [should] be incorporated in the general 
definition of hedging as an alternative to the risk reduction standard,”^ 

In view of the direction from its authorizing committees to review its hedging definition 
to ensure that the definition was consistent with the current needs and practices of the 
industry, the Commission tasked its Financial Products Advisory Committee (FPAC) to 
deliberate on the issue and provide the Commission with recommendations. In 1987, the 
FPAC completed its review and unanimously voted to provide the Commission with a 
detailed report recommending an updated approach to evaluating bona fide hedging 
activities. The Commission staff then issued interpretive statements directing that “risk- 
management” be included as a type of speculative position limit exemption.*’ 


11. How many sovereign-wealth funds are investing in oil futures through swap 
dealers? What is the size of their holdings in the West Texas Intermediate (WTI) 
crude oil contract? 

The Swaps and Index Traders Report identified sovereign W'ealth funds (SWFs) in two 
ways. The first was as a class of traders participating in commodity index trading. These 


- H,R, Rep. No. 99-624, at 44-46 (19S6). 

’ Id at 46. 

"S. Rep. 99-291, at 22 (1986). 

^ Id 

Risk Management Exemptions from Speculative Position Limits Approved under Commission Regulation I.6I, 52 
FR 34633 {September 14, 1987); Clarification of Certain Aspects of the Hedging Definition, 52 FR 27195 (July 20, 
1987). 
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results show that, on June 30, 2008, SWFs held 9% of the notional value of index trading 
in U.S, markets. The second manner in which SWFs were identified was as a specific 
client of an index fund with $100 million or more invested or as a client of a swap dealer 
whose equivalent futures position was 25% or more of a single-month position limit or 
accountability level. The report described the findings as follows: 

The 9 percent of commodity index notional value held by sovereign wealth funds 
was analyzed further by the types and locations of entities in that category. For 
clients of index funds with SlOO million or more invested, four entities were 
identified as sovereign wealth funds; 2 separate pension funds run by a European 
government; 1 fund in the name of a North American government; and 1 fund in 
the name of a European city. None of the 4 was identified with a futures- 
equivalent position over a position limit or accountability level. For single- 
commodity clients of swap dealers, 6 entities that appear to be sovereign wealth 
funds were identified as above the threshold levels described earlier (i.e., total all- 
months gross futures equivalent position of 25 percent or more of a single-month 
limit or level). Three of these were North American, 1 was European, and 2 were 
Asian. 


12. How many staff does the CFTC have overseeing activities on the New York 
Mercantile Exchange (NYMEX)? 

CFTC staffing is not organized by exchange. Rather, it is organized into Divisions with 
specific areas of expertise, including the Office of the Chief Economist, the Division of 
Market Oversight, the Division of Clearing and Intermediary Oversight, the Offiee of the 
General Counsel, and the Division of Enforcement. Staff within these Divisions may not 
be always assigned to particular exchanges or firms. 

The Commission program that is most directly involved in oil market issues is the 
Division of Market Oversight (DM0) surveillance program. Four economists are 
assigned to the oil complex as part of their surveillance responsibilities. In addition, 
supervisors and support staff also work on assignments that involve the oil complex. 
These market surveillance professionals closely and continuously monitor trading activity 
in the petroleum futures markets in order to detect and prevent instances of possible price 
manipulation. 

In addition, the Division of Enforcement (DOE) has a successful history of investigating 
and prosecuting energy cases. It currently has more than a dozen ongoing crude oil 
manipulation investigations. In the process of investigating energy cases, DOE trains its 
professionals on the various nuances of the market. Furthermore, in certain situations, 
DOE hires professional experts to assist in fully exploring both physical and derivative 
trading issues. 

In other Divisions, staff work on a range of different market issues, including issues 
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involving crude oil. Generally speaking, the CFTC employs a number of economists, 
surveillance experts, attorneys, enforcement investigators, and IT professionals who 
collectively work on crude oil market issues such as surveillance, new product approval, 
financial integrity, data gathering and analysis, and enforcement. 

It should be noted that the CFTC has requested additional resources from Congress to 
devote more staff to the oversight of these markets, including the crude oil markets. 


13. The IntercontinentalExchange, Inc. (ICE) testified there are only two staff 
members at the Financial Services Authority (ESA) monitoring ICE Futures 
energy commodity trading. Is that large enough to oversee ICE’s oil trading? 

The CFTC surveillance staff is receiving full cooperation and all of the trade data that has 
been requested from FSA surveillance staff pursuant to the enhanced reporting provisions 
of the Ice Futures Europe no-action letter. 


14. Please respond to the following series of questions. 


a. What is the amount of open interest for the West Texas Intermediate (WTI) 
futures contract, the Heating Oil futures contract, and the Reformulated 
Blendstock for Oxygen Blending (RBOB) gasoline futures contract traded on 
NYMEX on August 1, 2008? 

WTI 1,253,756 contracts 

Heating Oil 258,530 contracts 

RBOB gasoline 258,530 contracts 

b. What is the amount of open interest for the WTI futures contract, the 
Heating Oil futures contract, and the RBOB gasoline futures contract traded 
on ICE Futures Europe on August 1, 2008? 

WTI 478,560 contracts 

Heating Oil 3,773 contracts 

RBOB gasoline 509 contracts 

c. What is the ratio of ICE Futures Europe to NYMEX total open interest for 
these three contracts? 


Response: WTI 38 percent 

Heating Oil 1 .4 percent 

RBOB gasoline 0.2 percent 


Summary by commodity: 
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For WTl crude oil, as of August 1 2008, the Light Sweet Crude Oil (WTI) futures 
contract traded on ICE Futures Europe had an open interest in all futures and 
options months combined of 478,560 contracts. That represented 38 percent of the 
open interest on NYMEX (1,253,756 contracts). 

For heating oil, as of August 1 2008, the NY Harbor Heating Oil Light futures 
contract traded on ICE Fumres Europe had an open interest in all months 
combined of 3,773 contracts. That represented 1.4 percent of the open interest on 
NYMEX (265,364 contracts). 

For RBOB gasoline, as of August 1 2008, the Gasoline Blendstock (RBOB) 
futures contract traded on ICE Futures Europe had an open interest all months 
combined of 509 contracts. That represented 0.2 percent of the open interest on 
NYMEX (258,530 contracts). 


d. What is the speculative-position limit and accountability levels for the WTI 
futures contract, the Heating Oil futures contract, and the RBOB gasoline 
futures contract traded on NYMEX? 

The speculative limits and accountability levels are shown in the table below (in 
contracts). 


Futures Contract 

Spot Month 
Limit 

Single - Month 

Accountability 

Level 

All-Months- 

Combined 

Accountability Level 

Crude Oil 

3,000 

10,000 

20,000 

Heating Oil 

1,000 

5,000 

7,000 

RBOB Gasoline 

1,000 

5,000 

7.000 


e. What is the basis for setting these position limits on NYMEX? Are these 
position limits a function of the percentage of open interest the 3 days prior 
to the settlement date? 

Spot month speculative limits are not based on open interest levels. Spot-month 
speculative position limits are intended to minimize the threat of manipulation caused by 
traders attempting to comer or squeeze the market. They are based on estimated 
deliverable supplies of the underlying commodity in the expiring contract month, and are 
intended to limit the size of a position that an individual trader can hold going into the 
delivery period. 
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f. What is the basis for calculating the single-month accountability level and 
all- month accountability levels? Is this a function of the amount of open 
interest? 

The single-month and all-months-combined accountability levels are set based on levels 
of open interest in the lead month and in all-months-combined, respectively. 


g. As part of the CFTC’s “no-action” letter issued to ICE Futures Europe on 
June 17, 2008, what are the proposed speculative-position limits and 
accountability levels for the WTI futures contract, the Heating Oil futures 
contract, and the RBOB gasoline futures contract? 

In June, 2008, the CFTC announced that ICE Futures Europe and other similar foreign 
exchanges would have to impose position limits and accountability levels on their U.S.- 
linked futures contracts as a condition for U.S. access. Effective October 14, 2008, ICE 
Futures Europe implemented position limits and accountability levels on all four 
contracts that are linked to contracts traded on NYMEX. Those position limits and 
position accountability levels are identical to those of the NYMEX contracts against 
which the ICE Futures Europe linked contracts settle. 

h. Why has the CFTC not required that the position limits and accountability 
level be set as a percentage of open interest, as a condition of the no-action 
letters issued to ICE Futures Europe or the Dubai Mercantile Exchange? 

As noted above, spot month limits are more appropriately set based on deliverable 
supplies of the underlying commodity or the potential for distortion of the cash settlement 
price, which is unrelated to overall open interest. With respect to accountability levels. 
Commission staff believes that, in such linkage situations, positions and trading activity 
in the linked contract can influence pricing in the reference contract. Essentially, there is 
a single market for the contract and, accordingly. Commission staff believes that 
irrespective of where a position is established - NYMEX, ICE Futures Europe or DME - 
all participants in this single market should be subject to comparable position limit 
/accountability levels. Because the ICE Futures Europe and DME contracts are part of 
this larger single market. Commission staff believes that it is appropriate for them to set 
their position limits in accordance with conditions in the larger market rather than just 
referencing the conditions of their own contract, such as open interest. Moreover, setting 
levels based on open interest is problematic from an administrative standpoint as these 
levels can change frequently and would be impossible to implement for new or nascent 
markets, which have no or little open interest. 
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i. Given that NYMEX open interest for WTi is approximately triple the open 
interest on ICE, what analytical studies were performed by the CETC which 
justify setting the same position limits and accountability levels for ICE 
Eutures Europe and NYMEX? 

As explained above in 14h, open interest is not the relevant factor in setting speculative 
limits or accountability levels for the ICE Futures Europe contracts. 

j. Assuming the Dubai Mercantile Exchange commences trading the WTI 
futures contract, and its open interest is only 50,000 futures contracts, on 
what basis is the CETC justified in setting an all-month accountability level 
equal to 40 percent of all-open interest? 

See the responses to 14e and 14h above. 


15. On June 20, 2008, the Financial Times reflected business community objections to 
the recent CETC requirement that ICE Futures Europe apply U.S.-position limits 
on its exchange for contracts that are linked to U.S. markets. The article states, 
“The ESA must now decide whether to put the change out for market consultation 
- or to consider whether it has grounds to veto the change, under the “Balls clause,” 
introduced by the E.K. parliament to ring-fence the City from unwanted U.S. 
regulation.” 


a. If the “Balls Clause” is invoked to invalidate the extra requirements of the 
CETC’s June 17, 2008, no-action letter to impose position limits and U.S.- 
style reporting requirements, will the CETC require ICE Futures Europe to 
offer its look-alike contracts for energy on a U.S.-registered contract market? 

If the FSA were to invoke the Balls Clause and prevent Ice Futures Europe from 
implementing the extra requirements of the CFTC’s June 1 7, 2008, no-action letter. Ice 
Futures Europe would not be in compliance with the express terms of the no-action letter. 

As a result, Ice Futures Europe could not rely on the staff determination that it was a bona 
fide foreign board of trade. 

We note, however, that Ice Eutures Europe has agreed to the position limits and reporting 
requirements of the amended no-action letter and FSA has been fully cooperative in 
providing information. 

16. What is the rationale behind the CFTC’s continuing to classify the positions of 
swap dealers with purely financial risk in commodity-index investments in the 
same commereial category such as oil companies who are hedging physical risk? 
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As part of its Swaps and Index Traders Report, the Commission recommended reviewing 
the classification of index traders and the basis for granting hedge exemptions for risk 
management. For a historical rationale for allowing such exemptions, please see question 
# 10 . 

17. The CFTC recently reclassified a major oil-futures participant as a noncommercial 
instead of commercial participant because of data obtained through its May 29, 
2008, Special Call. 

a. What specifically was this company doing in the market that caused the 
CFTC to reclassify their activities? 

The reclassification was not prompted by any market action taken by this company. 
The company was contacted as part of the data gathering for the Swaps and Index 
Traders Report, in which the CFTC staff learned that their futures positions were not 
hedging swaps but a proprietaj-y spread position. 


b. What is the size of the open interest in WTI held by this misclassified trader? 
What percentage of open interest in the WTI contract did this participant 
hold? 

As of July 1 5, 2008, the misclassified trader had 326,649 long contracts and 330,742 
short contracts in NYMEX WTI crude oil. Those futures and delta-adjusted option 
positions account for about 1 1 percent of total open interest. 


c. Did this participant have positions in other energy commodities? If so, which 
contracts and in what amounts? 

The table below lists futures and delta-adjusted option positions held by the 
misclassified trader in other energy commodities as of the close on July 15, 2008. 
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Futures and Delta-Adjusted 
Options 

Exchange 

Contract Market Name 

Long 

Short 

NYME 

No. 2 Heating Oil, New York 
Harbor 

1,41 1 


NYME 

European Style Heating Oil 
Options 

1,917 

262 

NYME 

Heating Oil Financial Futures 

100 


ICE 

Natural Gas ICE 

21,172 


NYME 

Henry Hub Gas Swap 

340 

8,137 

NYME 

European Style Natural Gas 
Options 

31,806 

8,874 

NYME 

Natural Gas 

7,747 

21,255 

NYME 

Henry Hub Penultimate Gas 
Swap 

0 

16,656 

NYME 

M-3 Basis Swap 

3,388 

0 

NYME 

Dominion Basis Swap 

736 

0 

NYME 

Transco Zone 6 Basis Swap 

2,117 

0 

NYME 

■ IIMI |i|llllll|ii|l — 

3,680 

0 

NYME 

Columbia Gulf Onshore Basis 
Swap 

5,292 

0 

NYME 

Natural Gas Cal Spread 
Options 

0 

769 

NYME 

TETCO East Louisiana Swap 

0 

736 

NYME 

PJM Electricity Monthly 

1,129 

960 

NYME 

European Style Crude Oil 
Options 

11,214 

16,448 

NYME 




NYME 


17,565 

5,025 

NYME 

Crude Oil Calendar Spread 
Options 

45,238 

14,780 

NYME 

RBOB Unleaded Gasoline 

1,896 

2,795 

NYME 

RBOB Gasoline Financial 

310 

0 

NYME 

European Style RBOB Look- 
Alike Options 

1,113 

482 
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d. Since this misclassification, please provide a revised estimate of the share of open 
interest in WTI held by swap dealers, commercials, and noncommercials as of January 
2000 and April 2008. 

The table below shows futures and delta-adjusted option combined positions and the 
percentage of open interest held by swap/derivative dealers, commercials, and non- 
commercials on the selected dates. 



Futures and Delta-Adjusted Options 

Report 

Date 

Classification 

Long 

% of 

oi 

Short 

% of 

OI 

Total 

Open 

Interest 

8/29/2003 

Swaps/Deriv 

Dealer 

230,296 

30% 

295,020 

39% 

758,671 

Commercial 

220,486 

29% 

227,802 

30% 

Non- 

commercial 

248,671 

33% 

176,802 

23% 

1/31/2008 

Swaps/Deriv 

Dealer 

936,893 

35% 

891,961 

34% 

2,655,292 

Commercial 

373,844 

14% 

520,314 

20% 

Non- 

commercial 

1,271,573 

48% 

1,170,741 

44% 

4/30/2008 

Swaps/Deriv 

Dealer 

963,803 


967,781 


2,920,026 

Commercial 

395,857 

14% 



Non- 

commercial 

1,483.932 

51% 

1,372.570 



Data on the requested date of January 2000 was not provided due to two factors: 

• Until recently, the Commission’s data base did not keep records of historical changes to 
the commercial usage categories (such as swap dealer), thus any Swaps/Derivates Dealer 
classification data for periods more than one year ago may be problematic but would 
likely be for up to five years.. 

• Option delta factors were not available from NYMEX in January 2000 


14 




















477 


18. Lehman Brothers, a major Wall Street commodity dealer, issued a special report in 
May 2008 entitled, “Oil Dot Com,” which reported on its study of index investing 
and oil prices. Lehman staff calculated that during the first quarter of 2008 there 
was a 1.6- percent increase in the price of oil for every SI 00 million invested in new 
inflows into commodity-index investments. Lehman’s oil price analyst Cd Morse 
wrote, “Our conclusion from this study is that we are seeing the classic ingredients 
of an asset bubble. Financial investors tend to ‘herd’ and chase past performance, 
comforted by the growing analytical conclusion that markets are tightening, and 
new inflows, in turn, drive prices higher. Larger allocations by institutional 
investors, including new sovereign wealth funds desiring to increase their 
commodity exposure, play a role.” 

a. Does the CFTC agree with the Lehman report? If not, please specify the 
errors in Lehman’s report? 

The “herding” described in the statement is one marker for existence of a speculative 
bubble. Hence, insofar as that part of the statement is concerned the Commission can 
agree with the statement. However, another indicator for presence of a speculative 
bubble— inventory accumulation — is lacking. 

Disagreements about the proper characterization of today’s market aside, the 
Commission recognizes the significant impact of commodity price increases on 
business and household budgets and is cognizant that problems such as excessive 
speculation can occur in futures markets. The Commission continues its close 
monitoring of the market situation. 


b. The CFTC issued an “Interim Report on Crude Oil” on July 22, 2008, which 
concluded, “there is no statistically significant evidence that the position 
changes of any category or subcategory' of traders systematically affect 
prices. This is to be expected in well-functioning markets. On the contrary, 
there is evidence that non-commercial entities alter their position following 
price changes. This is also expected because new prices convey information 
affecting the prospects and the risks of those entities.” As the Interagency 
Task Force developed this Interim Report, did it assess the “Oil Dot Com” 
report and review the methodology used by Lehman? 

Staff reviewed the Lehman report, but did not use the Lehman methodology. 

c. Does the CFTC consider noncommercial entities to include index investors? 

Commodity index traders who enter futures markets directly should be, and are 
currently, classified as non-commercial. More commonly, however, commodity 
index traders place their positions through commodity swap dealers in the OTC 
market. Those swap dealers maintain what are called “matched books” meaning that 
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they do not take on price risk. Hence, the OTC positions taken on by swaps dealers 
are offset first with other OTC swaps positions and then with futures contracts. This 
offset activity implies that swaps dealers are price neutral — they neither gain nor lose 
from cither price increases or decreases. Owing to their price neutrality, the 
Commission categorizes swaps dealers as commercial entities— the classification 
generally afforded to hedgers. In its Swaps Report, the Commission recommended a 
review of these categories, including reclassifying swap dealers as a separate 
category. 


d. If the answer is yes, please explain how index investing is a price-sensitive 
investment model, as opposed to an asset-allocation model, which operates on 
the buy-and-hold principle without regard to the specific price on any given 
day. 

The Commission cannot speak to the motivations underlying the investments of every 
participant in commodity indexes. “Asset-allocation” is the model most often used to 
explain the role of these funds. That model implies that the usefulness of commodity 
exposure comes through the reduction in portfolio risk. Many examples demonstrate 
that very significant risk reductions arc obtained by adding relatively small 
proportions (under 10%) of commodity exposure. This exposure can be obtained 
through exchange-traded funds (ETFs. primarily for metals) or investment in 
commodity index funds. 

Some argue that the passive nature of commodity indexes creates an upward price 
pressure. This argument suggests that long positions in futures contracts are 
equivalent to buying and holding the commodities that underlie these futures markets. 
This is not the case as the futures contracts involved are closed out prior to delivery 
and do not affect aggregate consumption. Hence, commodity index funds have no 
effect on supply and demand fundamentals for the underlying commodity. 

The possibility does remain that trades placed by commodity index traders are 
incorrectly seen as conveying information about market conditions. The concern that 
this may be the case prompted close study of the effects from participation by 
commodity index traders on prices. Multiple tests for Granger causality (a statistical 
measure that might help to signal causality) have been conducted over the last year. 

In no case has the Office of the Chief Economist found those positions to be causing 
price changes. Those tests w'ill continue. The Office of the Chief Economist 
continues to apply additional testing procedures to existing data and seeks for ways to 
improve on and supplement data collection on various fronts. 


19. In his testimony, Mr. Masters estimates that about 1 percent — or $260 billion — of 
the funds held by institutional investors have been put into long-term, long-only 
commodity- index investments through transactions on both regulated and 
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unregulated OTC markets. The Goldman Sachs Commodity Index has about 78 
percent of its investments in energy. The Dow Jones-AIG Commodity index has 
about 33 percent in energy. 

a. Has there been any effect on prices for oil, gas, or other energy futures arising 
from index investments? 

The Swaps and Index Traders Report revealed that commodity index investments 
stood at just $200 billion as of June 30, 2008 and that index investors have been 
reducing the number of futures-equivalent positions in crude oil from December 3 1 , 
2007 through June 30, 2008. It is difficult to connect net decreases in positions with 
the price increases that occurred concurrently. Whereas it is true that the net notional 
value of index investments in crude oil has risen, this increase is driven by prices, not 
by positions. 

Nevertheless, multiple tests for Granger causality have been conducted over the last 
year. The most up-to-date of these were published on July 18, 2008 in the Interim 
Report of the Interagency Task Force. In no case has our Office of the Chief 
Economist found those positions to be causing price changes. Those tests will 
continue. The Office of the Chief Economist continues to apply additional testing 
procedures to existing data and seeks for ways to improve on and supplement data 
collection on various fronts. 

b. If the amount of index investments was to increase from $260 billion to $1 
trillion (an increase from 1 to 4 percent of investable institutional assets), 
could this increase affect futures prices of energy commodities? How large is 
the potential effect, all else being equal? 

The Commission’s recent survey has obtained the most complete evidence available 
on these markets. Based on that survey, commodity index investment totals on June 
30, 2008 were Just under $200 billion of which $39 billion are funds placed outside 
the United States. Much of the remaining $16! billion remains in OTC markets and 
is not invested in futures markets, the primary price discovery venue. Of that $161 
billion, $51 billion are invested in crude oil. This is approximately 13% of the $405 
billion notional value of NYMEX crude oil positions on that date. 

Projecting a four-fold increase from the Commission’s survey results would be 
difficult. New money entering commodity index funds could have an effect, but the 
Commission knows of no sound analytic methods to determine the effect such an 
increase may have. 

c. According to the CFTC, is there any level at which index investments could 
create an “elephant-in-the-bathtub” problem and drive prices higher for 
energy futures? Where is that tipping point? 
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It is not the total value of positions that might affect market prices; it is the extent of 
trading activity. The Commission’s survey indicated a notional value of $161 billion 
for commodity index funds on U.S. futures exchanges. That figure represents the 
current value of positions previously established and is the sum of: (1 ) gains realized 
on positions established earlier and (2) new investment flows into these funds. Our 
survey results indicate that most of the increase stems from price increases. 

As new money comes into the funds and they open new positions to gain exposure to 
price changes in crude oil, trading activity does occur. Should the markets incorrectly 
infer that those positions constitute information about supply and demand 
fundamentals, those flows could result in price distortions. The Commission 
monitors continuously for indications that the trading activities of one or more entities 
may be pushing prices. 

d. Has the CFTC analyzed the bid-ask spreads over the past year for WTl to 
assess whether the influx of index investments is affecting the price of 
futures? Please provide a summary of this analysis and describe the specific 
bid-ask data that was reviewed. 

Impacts on bid-ask spreads have not been closely studied. Those impacts would be of 
concern to traders, as a high bid-ask spread may imperil liquidity and deter 
participation in the futures markets. The Commission has not been receiving 
complaints from traders about bid-asked spreads widening or liquidity be harmed by 
bid-asked spreads or indications that participation has been deterred by high bid- 
asked spreads. Accordingly, the Commission has no near-term plans to formally 
study bid-ask spreads. 


20. How large is the U.S.-based OTC market for energy commodity derivatives such as 
oil or gas? How does this compare with open interest on NYMEX? 

The Swaps index Traders Report found that the combined values of OTC and futures 
exchange position in crude oil contracts on June 30, 2008 came to $51 billion net notional 
value. This is approximately 13% of the notional value of all outstanding NYMEX futures 
contracts on that commodity. 


2t. Why does the CFTC not require regular reporting of large-trader positions in the 
OTC market for derivatives tied to oil, gas, and other kinds of energy? Does the 
CFTC need additional legal authority to achieve this requirement? Please provide 
the draft legislative language required. 

The Commission’s authority for the establishment of a large trader reporting regime is 
derived from CEA Section 4i, which bases the reporting requirement on large positions held 
on regulated markets (e.g., designated contract markets, derivatives transaction execution 
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facilities and exempt commercial markets with significant price discovery contracts). The 
Commission would need additional authority to impose a large trader reporting regime on 
OTC transactions based on energy commodities. 

22. Is there arbitrage between the OTC markets and the cash markets for energy 
commodities? Please explain what data the CFTC use to inform its answer. 

The Commission does not routinely seek out the underlying motivation for non-commercial 
trading activity. In the case of trading activity by commodity index traders and swap 
dealers, arbitrage is not likely. Commodity index traders seek to replicate the price changes 
of various indices of commodity prices. Profits or losses incurred in any arbitrage activities 
would lessen their effectiveness in tracking those indices. Swap dealers, because they seek 
to avoid price exposure, would not generally enter into arbitrage positions that would lead to 
their having exposure to price changes. 

However, it is likely that the activities of both commodity index traders and swap dealers do 
at times create arbitrage opportunities. Any time liquidity or other factors affect prices in 
one market without affecting the prices in corresponding markets elsewhere, an arbitrage 
opportunity is created. So it is very likely that the activities of both swap dealers and 
commodity index traders do increase the extent of arbitrage activity. The activity of those 
arbitrageurs then brings prices back into line, insuring that at most points in time that all 
prices convey the same information. 

23. Please quantify the dollar volume or quantity of contracts that arc arbitraged 
between the OTC markets and the cash market for crude oil. 

The Commission does not have this information. 


24. What percentage of swaps transactions involving the WTI contract is transacted on 
NYMEX? What percentages are transacted on ICE? What percentage is netted 
out by the swaps dealers? 

The special call for the Swaps and Index Traders Report was not designed to an.swer those 
questions, nor does the data collected shed light on the answers. Since these markets are 
closely linked, it is likely the percentages will vary from day-to-day, depending upon which 
market offered the best execution at the time the trade needed to be made. 

25. What percentage of swaps transactions involving the WTI contract is transacted on 
ICE Futures? 

The special call for the Swaps and Index Traders Report was not designed to answer that 
question, nor does the data collected shed light on the answer. Since these markets are 
closely linked, it is likely the percentages will vary from day-to-day, depending upon which 
market offered the best execution at the time the trade needed to be made. 
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26. Do OTC market transactions in WTI affect price discovery on NYIVIEX? 

A potential does exist for OTC transactions to affect prices for contracts listed on futures 
exchanges, particularly in those instances where there is some sort of direct linkage between 
OTC transactions and NYMEX. For example, trading in natural gas on the Exempt 
Commercial Market (ECM) operated by the Intercontinental Exchange (ICE) is 
contractually linked to prices on the NYMEX natural gas contract. Under the amendments 
to the CEA enacted this summer as part of the 2008 Farm Bill, ECM contracts with a 
significant price discovery role will he subject to CFTC surveillance regulations like 
contracts trading on NYMEX. Similarly, for linked contracts listed by Foreign Boards of 
Trade, the Commission conditioned its direct access relief to the affected foreign exchange’s 
acceptance of limits on speculative trading and the sharing of information on large traders in 
the contract. Furthennore, the Swaps Report released this summer found swaps dealers 
offsetting their net commodity price exposure through OTC contracts with hedging in 
exchange traded futures including WTI on NYMEX. While less forma! than direct linkages 
discussed above, the trading by swaps dealers in the two markets is a link between the 
markets and can affect prices. In response to potential affects on the regulated market by 
the unregulated market the Commission made several recommendations in the Swaps 
Report, which are listed below in response to question #28. 

27. Do OTC market transactions in WTI affect price discovery on cash markets? 

Because transactions in futures markets are generally much less costly than comparable 
transactions in cash markets, price discovery very often occurs on futures exchanges. 

Flence, futures prices affect cash market prices. Should the circumstances outlined in the 
prior question arise, then OTC transactions could affect cash market prices. 

28. Would the CFTC support legislative authority to monitor regularly the off- 
exchange, OTC swaps transactions for “standardized contracts” (such as the 
International Swaps and Derivatives Association, Inc. (ISDA) swaps/annexes) 
where the price is linked to a NYMEX contract? You testified previously that this 
would overwhelm the agency. Is that still your view? 

The CFTC made a number of recommendations in its September IS'*' Swaps and Index 
Traders Report, several of which involve swap dealers. The Commission recommendations 
would increase the transparency, reporting and oversight of swap dealer activity. The 
recommendations include: 

1, Removing swap dealers from the commercial category in the Commitments of Traders 
Reports and create a new swap dealer classification for reporting purposes. 

2. Developing and publish a new periodic supplemental report based on OTC swap dealer 
activity. 
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3. Creating a new CFTC Office of Data Collection, whose sole mission is to collect, verify, 
audit, and publish all the agency’s commitments of traders information, 

4. Establishing more detailed reporting standards for certain large traders on regulated futures 
exchanges to ensure a more precise picture of their trading activity. 

5. Consideration of elimination of bona fide hedge exemptions for swap dealers and the 
creation of a new, limited risk management exemption. 

6. Requesting increased funding to successfully implement the above recommendations, 
along with additional funding sufficient to meet current mission requirements and any other 
additional responsibilities given to the agency. 

7. Continuing to encourage the clearing of OTC transactions. 

8. Conducting a review of swap dealers’ futures trading activity to ensure that it is 
sufficiently independent of any affiliated commodity research. 


29. If the answer to question 28 is no: 

a. What kind of staff and budget resources would be required? 

While we do not yet have a budget estimate for implementation of these 
recommendations, it is fair to say that if implemented, the agency would require 
additional staff and resources above our current request of $157 million. 


b. The CFTC has concluded that oil price increases are not related to 

speculation in commodity futures markets. How can the CFTC draw this 
conclusion when it is only looking at a small fraction of the transactions in 
these commodities? 

The CFTC sees all of the transactions in contracts for crude oil futures traded on 
DCMs, including the identities of traders holding more than 90% of the open 
positions. Trading on Exempt Commercial Markets in contracts that play a 
significant price discovery role will be much more transparent as a result of 
recommendations made by the CFTC last year and adopted this year by Congress as 
part of the 2008 Farm Bill, The trading in crude oil futures on Foreign Boards of 
Trade such as ICE Futures Europe will be much more transparent to the Commission 
as a result of initiatives we have taken this year. The Commission’s access to 
information about the positions in OTC derivatives markets of Large Traders in 
regulated futures markets was improved last year by the amendment of Commission 
regulation 18.05. The transparency of the OTC derivatives markets will be further 
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improved once the recommendations from the Swaps Report are adopted. Taken 
together the Commission has worked diligently over the past year to significantly 
increase transparency of markets related to trading on regulated DCMs. 

The Commission does not have direct access to information about OTC derivatives 
that don’t have a connection to the futures markets, nor would it have direct access to 
information about transactions in the cash markets, spot or forward, for crude oil 
absent some link to futures trading on a DCM, The CFTC allocates its limited 
resources to areas having the greatest impacts on the price discovery function of 
futures markets. Our mandates specifically mention markets where price discovery 
occurs, instruments used for hedging purposes and activities that may harm small 
investors. The markets mentioned in this question are rarely considered to be venues 
for price discovery activities and involve contracts undertaken by sophisticated 
investors. The valuations applied in the OTC markets are often obtained from futures 
markets that w'e do oversee. Hence, directing Commission resources to recognized 
price discovery venues has generally proven to be a successful approach. 

c. If Ihe CFTC does not want this authority, should Congress try to find or 
create a different agency that would welcome this challenge? 

The CFTC will execute and uphold all statutory requirements as directed by 
Congress, but would require commensurate staffing and resources if it is given 
additional responsibilities. 


30. Witnesses on the first panel at the June 23, 2008, hearing recommended Federal 
position limits for energy derivatives, pegged to an overall ceiling on the level of 
speculation deemed necessary by those hedgers who are predominantly producers 
or users of physical commodities. They also recommended CFTC regulation of 
standardized, bilateral swaps for energy. Do you agree with these two 
recommendations? If not, w hy not? 

In its ECM report to Congress last fall, the CFTC recommended that energy swap contracts 
that serve a “significant price discovery” function should be subject to additional oversight 
and position limits. Furthermore, in its Swaps report, the Commission recommended a 
review of whether swap dealers should be granted hedge exemptions from speculative 
position limits. In both cases, the CFTC believes that additional oversight and controls of 
OTC derivatives may be appropriate when a direct pricing link exists that may impact the 
central price discovery role of the futures markets. 

31. The Farm bill narrowed the “Enron loophole” to bring certain energy' futures 
contracts under CFTC regulation. How many contracts will be covered under this 
new law? Is it limited solely to the natural gas look-alike contract? If not, what 
other contract will the CFTC recommend to designate as a significant price- 
discovery contract? 
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The Farm Bill did create new self-regulatory obligations for exempt commercial markets 
(“ECMs”) (and new parallel authorities for the Commission) when they list contracts that 
the Commission determines to be significant price discovery contracts (“SPDCs”). As 
mandated by the Fann Bill, the Commission is currently drafting a proposed rulemaking 
that would effectuate these new requirements, including an elaboration on how the 
Commission would analyze whether an ECM contract is an SPDC. Consistent with the 
Farm Bill’s deadlines, the Commission fully expects to issue this proposed rulemaking by 
November 1 8, 2008, and a final rulemaking by February 1 6, 2009. In light of the pending 
status of this rulemaking, the Commission is unable to state at this time whether any one 
particular ECM contract will be considered an SPDC or how many ECM contracts will be 
considered SPDCs. 


32. In a June 20, 2008, letter to this Committee, the CFTC indicated that it is only 
aware of one sovereign-wealth fund transacting on U.S.-futures markets. What 
specifically is the CFTC doing to quantify the participation of sovereign-wealth 
funds in energy markets through swap dealers or other intermediaries which do 
not appear in the CFTC’s large- trader reporting system? 

The special call to swaps dealers and index funds for the Swaps and Index Traders Report 
was specifically designed to identify SWFs in two ways. The first was as a class of traders 
participating in commodity index trading. These results show that, on June 30, 2008, SWFs 
held 9% of the notional value of index trading in U.S. markets. The second manner in 
which SWFs were identified was as a specific client of an index fund with $100 million or 
more invested or as a client of a swap dealer whose equivalent futures position was 25% or 
more of a single-month position limit or accountability level. The report described the 
findings as follows (at page 22): 

The 9 percent of commodity index notional value held by sovereign wealth funds was 
analyzed further by the types and locations of entities in that category. For clients of 
index funds with $ 1 00 million or more invested, four entities were identified as sovereign 
wealth funds: 2 separate pension funds run by a European government; 1 fund in the 
name of a North American government; and 1 fund in the name of a European city. None 
of the 4 was identified with a futures-equivalent position over a position limit or 
accountability level. For single-commodity clients of swap dealers, 6 entities that appear 
to be sovereign wealth funds were identified as above the threshold levels described 
earlier (i.e., total all-months gross futures equivalent position of 25 percent or more of a 
single-month limit or level). Three ofthe.se were North American, 1 was European, and 2 
were Asian. 


a. Given the lack of data at the Commission level, is it appropriate to issue an 
additional Special Call to fully identify the extent of sovereign-wealth fund 
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involvement in U.S.-commodity markets and foreign boards of trade with no- 
action letters? If not, why not? 

Those SWFs that hold futures positions directly in U.S. markets are already fully identified 
through the Commission’s large-trader reporting system. The Commission is generally 
satisfied that its special call to swaps dealers and index funds for the Swaps and Index 
Traders Report identified the level of involvement of SWFs and identified any SWF of 
significant size that participates indirectly in U.S. futures markets — either through an index 
fund or through a swap dealer. The relatively small numbers of reported SWFs does not 
justify setting up additional reporting apparatus. 


33. H.R. 6604 authorizes 100 additional CFTC staff. Does the CFTC have a personnel 
ceiling? What is the CFTC’s current personnel ceiling in numbers of full-time 
equivalents? 

The Commission’s FY 2008 Budget provides for 465 FTE. The President’s FY 2009 Budget 

of $1 30 million supports 475 FTE and the Senate Mark of SI 57 million supports 596 FTE. 

34. What is the estimated cost on an annual basis of funding these 100 additional 
positions? 

It would cost around $ 1 7 million for salary and benefits alone. 


35. CFTC has requested additional funding to deal with the mismatch between staff 
levels, which have declined to a record low, while the agency faces skyrocketing 
trading volumes and demands on its staff. The Office of Management and Budget 
(OMB) proposed a user fee on each trade to help fund the CFTC. The 
Congressional Research Service estimates this fee would cost about 3 cents per 
contract per side. The Securities and Exchange Commission has a user fee on stock 
transactions. 

a. Has the CFTC analyzed the cost per transaction per side of the OMB 
proposal? What is the estimated cost per trade to fund 100 percent of 
CFTC’s budget? 

The Commission has not recently estimated the cost. When OMB first proposed the 
fee in January, the Commission estimated that the fee would cost betw’een 2 to 3 cents 
per round-turn contract to fund the S96 million proposed for non-Enforcement 
programs in the President’s FY 2009 Budget for the CFTC. 

When OMB first proposed the fee in January, the Commission estimated that the fee 
would cost between 3 to 4 cents per round-turn contract to fund the SI 30 million 
proposed in the President’s FY 2009 Budget for the CFTC. 
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b. Why is the CFTC not willing to endorse a user fee for at least part of its 
budget? 

The Commission, as a whole, has not taken an official position on user fees. Given 
the CFTC’s serious funding needs, I encourage Congress to consider all available 
options for funding the agency, including a user fee. Such a fee would require the 
CFTC’s authorizing committees to change the CFTC’s statute. 

c. Could the user fee be targeted to very large traders as a way to mitigate the 
cost to smaller traders? 

The Commission has not studied the feasibility or the merits of such a proposal. 

d. If the regulated community supported this fee, would the CFTC be willing to 
change its views? 

Given the CFTC’s serious funding needs, I encourage Congress to consider all 
available options for funding the agency, including a user fee. 

e. Why is it equitable for taxpayers be asked to cover 100 percent of the cost of 
policing the activities of speculators and investment banks, when a very' small 
fraction of U.S. taxpayers actually trade on the commodity futures markets? 

Congress controls the means for funding the CFTC and over the course of the 
agency’s histoty, it has maintained the agency’s funding wholly through the 
appropriations process. There is a broad public interest in the central price discovery 
function of the futures markets that affect all Americans. However, the CFTC is the 
only financial regulatory body that is not partially funded through a fee. Given the 
CFTC’s serious funding needs, 1 encourage Congress to consider all available options 
for funding the agency, including a user fee. 
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September 19, 2008 


The Honorable Bart Stupak 
Chairman 

Subcommittee on Oversight and Investigations 
U.S. House of Representatives 
Washington, D.C. 20515-6115 


Dear Chairman Stupak: 

Thank you for the opportunity to appear before your subcommittee on June 23, 2008 at the 
hearing entitled "Energy Speculation: Is Greater Regulation Necessary to Stop Price Manipulation? - 
Part II." You have asked me to respond to questions for the hearing record. Attached are the 
responses. 

Please let me know if I can be of further assistance. 


Sincerely, 







Dr. James E. Newsome 
Director, CME Group 


NVMEX World Headquarters World Financial Center One North End Avenue NewYbrit.Ny 1028? cmegroup.com 
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1 . You testified that the recently enacted Farm bill “effectively” addressed the “Enron 
Loophole.” This loophole allowed traders to evade the New York Mercantile Exchange 
(NYMEX) market rules and shift positions to an unregulated market with identical contracts. 
Contracts which are "declared” “significant price discovery contracts” by the U.S. 
Commodity Futures Trading Commission (CFTC) will be subject to reporting and position 
limits under the recently enacted Farm bill. It is possible that only one contract, the natural 
gas- futures contract, will be covered under the regulations implementing the Farm bill. 

That could leave hundreds of other contracts outside of this definition. 

a. Given that the CFTC has yet to issue regulations, upon what basis do you conclude 
that the Farm bill amendments will be effective in fully closing the Enron loophole? 

A. With the Farm Bill amendments. Congress focused upon trading in the largely 
unregulated trading facility category known as exempt commercial markets, and 
Congress made a judgment that it would concentrate on those contracts that 
triggered a broader public interest concern once they began serving in a price 
discovery role. Congress also determined to take a targeted approach by 
focusing on core market surveillance tools and oversight by the ECM. We 
respect the judgment of Congress. We believe that the Farm Bill amendments 
will address the public policy concerns identified where an unregulated trading 
platform offers a contract that is directly linked to a contract listed on a 
regulated exchange and effectively affects the price discovery function of the 
regulated market. Presently, only the natural gas contract traded on the 
Intercontinental Exchange meets the criteria to be subject to CFTC regulation. 
We believe that it is reasonable for Congress to consider whether there may be 
value, as the CFTC suggested in its recent report, in having greater transparency 
as to activity occurring in the more traditional OTC bilateral market. 


2. You also testified that NYMEX Holdings is going to set up an exempt- commercial market 
(ECM) similar to the IntercontinentalExchange, Inc.s (ICE) electronic-trading platform in the 
U.S. This platform trades mainly natural gas and electricity- futures contracts. 

a. What is the expected schedule for setting up this NYMEX- operated ECM? When 
will it begin operations? 

A. As a result of the acquisition by the CME Group, which closed on August 22, 2008, 
the CME is currently reviewing existing NYMEX Division business initiatives, 
including the possible establishment of an ECM. No date has been set yet for a 
decision on this project. 


b. Except for the natural -gas contract, are there any look- alike contracts traded on ICE 
which would be subject to position limits or large trader reporting if they were traded 
on NYMEX? Please identify these contracts. 
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A. The ECM operated by ICE primarily focuses upon domestic natural gas and 

electricity contracts. There are certain contracts listed by ICE that may or may not 
qualify as "look-alilces" but that do appear to be close economic substitutes to 
contracts listed by NYMEX as a DCM. Such contracts include various nat gas 
swing and nat gas basis swaps. As NYMEX has not yet determined a definitive 
product state for the possible launch of a NYMEX ECM, we cannot provide 
information regarding particular products that may end up being listed on such an 
ECM. 

c. From the perspective of a trader, is there a reason that trading on NYMEX is iess 
desirable than trading on an ECM for contracts which are not significant price 
discovery contracts? 

A. There could be a variety of reasons why a trader might potentially prefer to trade 
essentially the same contract on an ECM (if it is not a significant price discovery 
contract) rather than on a regulated contract market such as NYMEX. Those 
reasons might include, among other things, less transparency and less regulation. 
For example, on an ECM, there is no requirement that large traders report their 
positions daily, nor are there any restrictions on the size of positions that a trader 
may carry. 


3. Your testimony argues in favor of position limits to control excessive speculation. 

a. As a matter of policy, should traders be able to accumulate the maximum positions in 
multiple markets as a way to evade speculative- position limits imposed on any one 
individual market? If the answer Is yes, please explain how this helps control 
excessive speculation? 


A. Traders should not be permitted to circumvent position limits under any 

circumstances. However, position limits are applied by individual exchanges to 
their own listed contracts. The CFTC has the ability to see positions carried on all 
CFTC-reguiated markets and therefore, is in the best position to determine 
whether positions in like contracts carried across regulated markets presents any 
market-related problem. Vibrant liquid futures markets are critical to the U.S. 
economy and must be considered in any discussion concerning restricting market 
participation. Related to this point, we would distinguish a situation involving 
OTC positions in relatively standardized contracts that are close economic 
substitutes to futures contracts traded on a contract market regulated by the 
CFTC. As was the case with Amaranth, when a company that hits the speculative 
position limits or exceeds the accountability levels is asked to reduce its position, 
but instead shifts large positions to other unregulated trading platforms, the 
market surveillance safeguards of the regulated markets are effectively skirted. 
This must not be permitted. 
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b. NYMEX's open interest for the West Texas Intermediate contract is three times the 
size of open interest on ICE Futures Europe. For purposes of the CFTC's “no action" 
letters, which set conditions for access to U.S. markets, should the NYMEX 
speculative-position limits for each contract be the same as ICE Futures Europe or 
should the ICE- Futures position limits be proportionally smaller to control for 
excessive speculation? 


A. In our view, if the contract being iisted on a non-U.S. market is based on the same 
underlying physical commodity or market and same deiivery locations, then the 
limits generaily should be the same or similar because exchange limits are 
primarily set based on the deliverable supply at the particular delivery location(s). 


4. You testified about the “new fundamentals” of oil prices, which include a weak dollar and 
geopolitical concerns. 

a. Do you agree with the international Monetary Fund, which stated, “It appears that 
speculation has played a significant role in the run up in oil prices as the U.S, dollar 
has weakened and investors have looked for a hedge in oil futures and gold.” 


A. We do not agree with the IMF statement regarding the role of speculation. While it 
is common knowledge that the U.S. dollar did in fact weaken earlier in the year, 
noted economists have stated that the devalued dollar has contributed to the 
increased crude oii prices, along with the fundamentals of supply and demand. 
Furthermore, we are not aware of any demonstration by the iMF as to how 
specuiators could have a significant role in oil prices by trading on futures 
markets overtime - given that crude oil futures prices continue to be driven by 
the market fundamentals of the far larger physical cash market for crude oil, a 
market that may well be 10 times the size of our crude futures contract. 


5. To support your argument that oil prices are not inflated above supply and demand, you 
hypothesized that oil companies would increase their short positions and lock in contracts 
to sell at today’s price. Have you surveyed oil companies to draw this conclusion? 

A. Oil companies, like other corporations, have a duty to their share-holders to 
maximize profits. If a trader at an oil company believed that prices did not reflect 
market fundamentals, they would view this imbalance as a trading opportunity. We 
have not surveyed oil companies, but we know that this is how markets work. 
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6. A number of oil producers lost money by selling futures contracts when the market prices 
were $40 dollars per barrel lower than the current value. Not only did they miss price 
appreciation, but also many were hit with large margin calls as the price rose. Is this real 
world phenomenon an explanation for why there are fewer sellers in the commercial 
category? 


A. We are not in a position to comment as to whether oil producers lost or made 
money earlier on crude oil futures contracts earlier this year. If an oil producer 
had established a position in a crude oil futures contract that was hedging 
exposure in the underlying physical commodity, assuming that the physical 
position was adequately hedged by the futures position, then a loss in the futures 
position should be offset by gains in the physical position. On the other hand, we 
are aware that higher margin levels, while perhaps not significantly affecting 
trading decisions by major commercial firms, could have an impact on decisions 
by smaller commercials regarding the extent of their participation in our markets. 
That stated, we are not entirety clear regarding the question of the number of 
sellers in the commercial category. We interpret this question to instead to be 
inquiring about changes in total open interest on the short side in the CFTC’s 
Commitment of Traders reports. These categories will fluctuate over time as 
market fundamentals change, and we are not prepared to opine as to specific 
reasons as to why any category is at a certain level or as to why changes occur at 
any one point in time. 

7. How do you define “excessive speculation"? Is this something which requires willful 
conduct amongst participants to manipulate prices or can this arise inadvertently through 
the actions of multiple participants all following the same investment pattern? 


A. Congress has always declined to provide an express statutory definition for 
excessive speculation, perhaps because it realizes that this can often be a fairly 
fact-specific inquiry. That stated, the CME places a very strong and vigorous 
emphasis on maintaining orderly markets of high integrity and our focus thus 
goes well beyond the traditional regulatory concern with manipulation. It is 
important to distinguish between excessive speculation and attempted and actual 
market manipulation. Manipulation generally involves an intentional effort to 
affect a market price and both the CFTC and the regulated exchanges have very 
active surveillance and enforcement programs that strictly police and discipline 
this illegal conduct. 



493 



Atlania Calgary Chicago Houston London New York Singapore 


RESPONSE TO CONGRESSMAN BART STUPAK 

1 , Question; On June 1 7, 2008 the U.S. Commodity Futures Trading Commission 
(CFTC) added new conditions to its “no-action” letter with Intercontinental Exchange^ 
Inc. (ICE) which requires public reporting of large-trader positions, and imposition of 
position limits and accountability levels comparable to the New York Mercantile 
Exchange (NYMEX) for the energy contracts that match up with those traded in the U.S. 
Has the Financial Services Authority (FSA) put this rule change out for the market 
consultation? Will traders object? 

Answer: ICE Futures Europe (the “Exchange”) has been working diligently to 
ensure that the rules required by the CFTC meet the FSA’s requirements. Following 
receipt of the amended no-action letter, ICE Futures Europe has drawn up rules to 
facilitate putting the terms of the no-action letter into effect. The rules give the Exchange 
the power to impose position limits and position accountability levels in respect of 
contracts with a link to contracts on a US Designated Contract Maricet In acconiance 
with the terms of the Financial Services and Markets Act 2000 (“FSMA”), the Exchange 
has notified the UK Financial Services Authority (“FSA”) of the proposed rule changes. 
The Exchange also published the proposed rule changes by Circular for consultation. 
The FSA is presently considering wheAer to call in the rule change for formal review in 
accordance with the terms of the Act Some traders have raised concons about the rule 
changes, but as of the date of this letter, no formal objections have been lodged with the 
Exchange. 


2. Question; Iflegislation were enacted to require ICE Futures to list its energy 
contracts with a U.S. delivery point on a designated contract market, could you comply or 
would you suspend trading of the contract altogether and cede that market share to other 
competitors who would be willing to comply? 

Answer; We are unsure of the premise of your question as it suggests that 
legislation could be passed in the United States that would require ICE Futures Europe, a 
Recognised Investment Exchange organized and operated in the United Kingdom, to 
redomicile itself in the United States as a U.S. designated contract market. We interpret 
your question as suggesting legislation that would prohibit direct screen based access to 
trading on ICE Futures Europe’s markets by U.S. entities. To be clear, ICE Futures 
Europe would not discontinue trading of the contract as there is customer demand for the 
contract and we believe that it is an important contract offering of ICE Futures Europe’s 
customers. 


interconiinentalExthange 
2100 RiverEdge Parkway 
Suite 500 
Atianta, GA 30328 
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Pursuant to the Commodity Futures Trading Commission’s no action letter, the 
Exchange will be placing speculative limits and will be meeting the same reporting 
requirements as U.S. based exchanges on its contracts that settle on the price of a contract 
braided by a U.S. designated contract market. This is in addition to the stringent oversi^t 
provided by the FSA There would be little regulatory benefit to moving these contracts 
to the United States, while the Exchange would have many business, operational and 
legal hurdles in moving the contracts. The Exchange has a large European customer base 
that trades the spread between the Brent crude oil contract and the WTI contract. This 
business is important to the Exchange and thus it is doubtful that the Exchange would 
delist the contract for trading. It is important to note that the mutual recognition regime 
embodied in the current “no-action” letters permitting foreign boards of trade screen 
based trading in the United States (as well permitting domestic exchanges direct screen 
based trading access in the United Kingdom and other countries) forms the basis upon 
which the CFTC and the FSA exchange market information that allows each to properly 
oversee markets for global commodities such as crude oil; it is likely that a revocation of 
screen based access would not result is a cessation of trading in contracts with U.S. 
delivery points, but would likely remove the basis for the regulatory information sharing 
agreements that presently exist between the CFTC and tbe FSA. 

3. Question: Since as much as 64 percent of all tradras for the WTI futures 
contract ICE Futures Europe originate in the U.S, would it be feasible for ICE to list the 
Wn contract, the Heating Oil contract, and the RBOB gasoline contract on ICE Futures 
U.S.? 


Answer: No, it would not be feasible to list tbese contracts on ICE Futures U.S. 
For the quarter ended 30 September 2008, some 45.5% of contract volume in the 
Exchange’s ICE WTI Futures Contract originated in the U.S. As a global exchange, 
market participants from all over the world have access to the Exchange’s markets, just 
as international participants have access to U.S. markets such as the Chicago Mercantile 
Exchange and other international markets such as LIFFE and Eurex. The Exchange’s 
WTI futures contract is particularly attractive to participants in Europe and Asia who 
wish to trade it alongside the other contracts listed by the Exchange, including its Brent 
Crude Futures and Gas Oil Futures contracts. All of ICE’s regulated oil futures business 
is traded on ICE Futures Europe and wiU be cleared by ICE Clear Eiuope, a London- 
based UK Recognised Clearing House. In addition, these contracts are, unlike there 
NYMEX counterparts, designed to be governed by UK law, which is important to many 
of the Exchange’s market participants given familiarity with U.K insolvency laws, 

hi addition, ICE Futures U.S. (formerly the Board of Trade of the City of New 
York) principally trades soft commodities (coffee, cocoa, su^, cotton and frozen 
concentrated orange juice) and financial products. As Europe’s leading energy exchange. 
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the staff at ICE Futures Europe specialize in energy markets and the appropriate market 
surveillance and supervision staff are based in London rather than in New York. 

4. Question: You testified that FS A has two individuals dedicated to market 

monitoring of the ICE Futures Europe exchange. How many CFTC staff oversee ICEs 
Futures U.S.? 

Answer: It should be pointed out that, as in the United States and other 

countries, the Exchange is itself a self regulatory organization with regulatory 
responsibilities and the Exchange serves as the fiont line regulator. Thus, day to day 
monitoring is done by the Exchange. As to the staffing of the CFTC, this question is 
better directed to the CFTC. 

5. Question: Please quantify the amount of open interest for WTI on ICE 

Futures Europe that is attributable to commercial traders, noncommercial traders, and 
swap dealers? 

Answer: Under U.S. regulation, the CFTC issues a Co mmi tment of Tradem 

report, which is the basis pursuant to which trading parties categorize their trading. The 
CFTC issues the Commitment of Traders report and is charged with ensuring that traders 
correctly categorize the nature of their trading. It is our understanding that the two 
categories that the CFTC has historically used have been commercial and noncommercial 
traders, and until the recent “special call” issued to investment banks and swaps dealers, 
the CFTC did not attempt to categorize or separately track the amount of trading 
attributable to swaps dealers. 

There is no equivalent to the Commitment of Traders report that is issued by the 
FSA, so there has not historically been a basis upon which traders were required to 
categorize their trading activity as “commercial” or “non-commercial”. The Exchange is 
currently collecting the data for the CFTC to create Co mmitm ents of Traders reports for 
the ICE WTI contract and for any other contract that settles on the price of a U.S. 
designated contract market. Until flie CFTC issues its commitment of traders report for 
the ICE W'l contract, any data provided by the Exchange would be premature. 

6. Question: What percentage of the open interest for the WTI contract is 

attributable to commodity-index investments? 

Answer: The Exchange does not presently collect this data, and it is our 

understanding that neither the CFTC nor designated contract markets have historically 
tracked this data. It is anticipated that the CFTC will start breaking out data listing 
commodity index investments pursuant to recommendations related to its recent report on 
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index investing in commodity markets, and ICE Futures Europe would expect to have 
traders in its markets comply with such requirements in connection future reporting. 

7. Question: What percentage of open interest for the Brent-crude contract is 

attributable to commodity-index investments? 

Answer; The Exchange does not presently collect this data. 

8. Question: Is there arbitrage between the WTI-fiitures contract and the cash 

market? What percentage of the transactions volume is attributable to arbitrage between 
WTI and the cash market? 

Answer: While a benchmark price for crude oil, there is only a very small 

cash market for WTI, reflecting the low level of WTI production. In fact reflecting the 
low level of WTI production, many types of crude oil (i.e. Colombian Cushana or 
Nigerian Iboe) can be delivered for the physically settled NYMEX WTI contract. Thus, 
the percentage of transaction volume attributable to arbitrage between WTI futures and 
the WTI cash market is estimated to be very small, but we do not have exact data to 
respond to this question. 

9. Question; Does the WTI-fiitures contract traded on ICE Futures Europe 

affect price discovery? 

Answer; Trading of the Exchange’s WTI Futures Contract is fully 
transparent, with all bids, offers, trades and prices published on a real-time basis. The 
contract therefore contributes towards price discovery in the global oil markets. 

10. Question: Your web site has prominently posted a quote from a recent Wall 

Street Journal editorial stating, 

“The first refuge of a politician panidced by rising prices is always to blame 
‘speculators.’ So right on time for this election season. Congress has decided to do 
something about rising oil prices by shooting the messenger known as the energy 
futures market.” (June 10, 2008) 

Does that editorial reflect the view of ICE with respect to the oversight activities carried 
out by this Subcommittee? 

Answer: No. ICE has sou^t to be very cooperative with the 

Subcommittee’s efforts, including making Sir Bob Reid, Chairman of ICE Futures 
Europe and a citizen of the United Kingdom, available for questioning by the 
Subcommittee. ICE staff has met with the staff of the Subcommittee numerous times to 
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provide information on ICE’s markets and has been responsive to the Subcommittee’s 
data requests, including facilitating direct telephone interviews with the ICE Futures 
Europe Director of Regulation. 

The statement noted above is quoted from one of many articles cited omthe 
website in question. ICE felt it was necessary to start flie website in order to counter the 
many factual misstatements and inaccuracies that had been made in the' press and in 
testimony before Congress about commodities trading in general and about ICE Futures 
Europe’s operations in particular. In particular, the misstatements made by Professor 
Michael Greenberger before Congress and in the press warranted a public response in 
order to ensure that the public, including ICE’s stockholders, as well as lawmakers had 
access to accurate information about ICE and ICE Futures Europe. These misstatements 
included basic factual matters regarding ICE Futures Europe’s business, its location, its 
regulatory status, its jurisdiction of organization and operation, and its history of 
cooperation with the FSA and the CFTC. Examples of such statements can be found in 
the attached Joint Analysis Prepared by Majority and Minority Staffs of the Senate 
Permanent Subcommittee on Investigations of Michael Greenberger Testimony Before 
Senate Committee on Commerce, Science and Transportation on June 3, 2008, (the 
“Senate Permanrait Subcommittee Joint Analysis”). Professor Greenberger’s statements 
cited as incorrect by the bipartisian report include (1) “Overnight, [prohibiting the trading 
of energy commodities in Exempt Commercial Markets] will bring down the price of 
crude oil, I believe, by 25 percent”; (2) “because of that Enron loophole, which I believe 
has not been closed for crude oil, there are no speculation limits in these markets that ate 
urucgulated” and (3) by CFTC pronouncement, crude oil, gasoline and heating oil futures 
will not be covered by the new legislation [the recently enacted Farm Bill]” We 
respectfully request that attached Senate Permanent Subcommittee Joint Analysis be 
made part of the Subcommittee’s record, and request that the inconsistencies found in 
Professor Greenberger’s testimony be reconciled in any Report issued by the 
Subcommittee and that the same also be considered by the Subcommittee in determining 
whether it is appropriate for the Subcommittee to rely on other portions of Professor 
Greenberger’s testimony. 

In conclusion, we appreciate the work of the Subcommittee on Oversight and 
Investigations, and stand willing to assist the Subcommittee in any way we can in 
continuing to study these important issues. 


5 
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Because many questions have been directed to the Senate Pennanent Subcommittee on 
Investigations (PSI) about the written and oral testimony of Michael Greenberger before the 
Senate Committee on Commerce, Science and Transportation on June 3, 2008, we have prepared 
this analysis of the major issues he raised involving: (1) the recently enacted law to close the 
“Enron loophole,” and (2) recent legislative proposals and admini strative actions taken to 
strengthen U.S. oversight of futures contracts traded from within the United States on a foreign 
exchange. 

The identified statements are excerpted from Mr. Gieenberger’s oral testimony or, where 
a page number is provided, from his prepared statement. 

ISSUES RELATED TO CLOSING THE ENRON LOOPHOLE 

I. STATEMENT: "/TTie legislation to close the Enron loophole ] ... is the biggest Joke in the 
world because it was written by the exchange that needs to be regulated. " 

STATEMENT (p.3): “Virtually all parties now agree the Enron loophole must be 
repealed. ” 

RESPONSE: The legislation to close the Enron loophole was written by the United States 
Congress, not the Intercontinental Exchange. Closing the Enron loophole has been the subject of 
repeated bills introduced on this subject since 2002. In the fell of 2007, following a PSI report 
and hearings on excessive speculation and the resulting move in Congress towards legislative 
reforms, the Commodity Futures Trading Commission (CFTC) and the President’s Working 
Group (consisting of the Departments of Treasury, the Federal Reserve, the Securities and 
Exchange Commission, and the CFTC) submitted to Congress draft legislation to close the Enron 
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loophole. That draft underwent significant revision during the legislative process, including 
numerous significant changes proposed by Senators Levin, Feinstein, Snowe, Coleman and 
others. The final language was the product of exhaisive bipartisan negotiations in both Houses 
of Congress and a eonferenee eommittee led by the House and Seiate Agrieulture Committees. 
Throughout the legislative process ICE expressed numerous disagreements with many of the 
provisions in the various drafts of this legislation. The final legislation did not inelude many of 
the provisions that ICE had sought. 

The eompromise legislation finally enacted into law as part of the Farm Bill enjoyed 
strong bipartisan support ftom Members in both Houses and fi:om many energy, agrieultural, 
consumer, and industrial organizations. ' We are unaware of any consensus to alter this 
legislation, whieh represents a bipartisan achievement after years of work. 


2. STATEMENT: "The End the Enron Loophole, because it was written by the 
Intercontinental Exchange, handed to the CFTC and then handed to Congress, does not deal 
with crude oil. " 

STATEMENT (p.4): "Thus, by CFTC pronouncement, crude oil, gasoline and heating oil 
futures will not be covered by the new legislation. ’’ 

RESPONSE: These statements are incorrect or may leave an incorrect impression. The law 
enacted by Congress to close the Enron loophole regulates the eleetronie trading of all types of 
energy and metal commodities on Exempt Commercial Markets without exeeption, ineluding 
cmde oil, gasoline, and heating oil, if the relevant contracts perform a significant price discovery 
function. The CFTC has not made any statements or decisions to exempt any class of 
commodities or energy contracts firom CFTC oversight under the new law. At the same time, as 
a practical matter, the new law will not affect current trading of U.S. crude oil, gasoline, and 
heating oil fiitures contracts — not because of who drafted the law or because of any gaps in the 
legislation — but because futures contracts in those commodities are not currently being traded 
on U.S. Exempt Commercial Markets. Rather, fiitures contracts in these commodities are being 
traded on futures exchanges in the United States and United Kingdom. Should any of those 
energy commodities ever be traded on Exempt Commercial Markets, the new law makes it clear 
that the CFTC will be able to exercise oversight over them. As a result of the legislation to close 
the Enron loophole, traders will no longer have the opportunity to trade cmde oil, gasoline, or 
home heating oil on U.S. electronic markets without CFTC oversight. 


‘ This legislation was supported by the American Public Gas Association, Atnericau Public Power Associatioii, 
Consumer Federation of America, Environmental Defense, Industrial Energy Consumers of America, Independent 
Oil Marketers Association of New England, Mid-Atlantic Petrolemn Distributor’s Association, National Association 
of Convenience Stores, National Association of Truck Stop Operators, National Association of Wheat Growers, 
National Barley Growers Association, National Farmeis Union, National Grange, National Rural Electrical 
Cooperative Association, New Bigland Fuel Institute, Pacific Northwest Oilheat Council, Petrolemn Marketers 
Association of America, Petroleum Transportation and Storage Association, Public Citizen, Society of Independent 
Gasoline Marketers of America, Steel Manufacturers Association, and Western Petroleum Marketers Association. 
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3. STATEMENT (p.4): . . the Farm Bill amendment requires the CFTC and the public to 

prove on a case-by-case basis through lengthy administrative proceedings that an individual 
energy contract should be regulated if the CFTC can prove that contract 'serve[s] a significant 
price discovery function” in order to detect and prevent manipulation. " 

STATEMBINT: "[The legislation to close the Enron loophole] puts 1,000 burdens on the 
CFTC and the public to prove that there needs to be regulation. " 

STATEMENT: “[The CFTC] has to go through complicated administrative hearings, 
which I can tell you will be challenged vigorously by people who can afford to make those 
challenges, and will have to prove by substantial evidence that that contract will be regulated. ’’ 

STATEMENT (p.4): “It will doubtless be followed by lengthy and costly judicial challenges 
during which the CFTC and energy consuming public will be required to show that its difficult 
burden has not been met " 

RESPONSE: These statements are incorrect. The new law does not place any burden on the 
publie, does not require extensive administrative proeeedings to determine that a contract 
performs a si gnifi cant price discovery function and is subject to CFTC oversight, and does not 
authorize judicial challenges to CFTC decisions in this area. To the contrary, the law explicitly 
gives the CFTC the “discretion” to determine which contracts perform significant price 
discovery functions and are subject to CFTC oversight. The statute and legislative history make 
it clear that formal administrative proceedings are not required and judicial challenges are not 
permitted. For example, during the Senate’s consideration of the legislation, Serator Levin 
explained: 

The legislation also states clearly that a CFTC determination that a contract performs a 
significant price discovery function is a determination that is within the Commission’s 
discretion; this determination is not intended to be subject to formal challenge through 
administrative proceedings.” 

The Statement of Managers in the Conference Report slates; 

“The Managers do not intend that the Commission conduct an exhaustive annual 
examination of every contract traded on an electronic trading facility pursuant to the 
section 2(h)(3) exemption, but instead to concentrate on those contraets that are most 
likely to meet the criteria for performing a significant price discovery function. 

The law directs the CFTC to determine which contracts are performing significant price 
discovery funetions within 1 80 days of promulgating regulations setting forth the criteria to be 
considered when evaluating individual contracts. 
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4. STATEMENT: “The CFTC has said that farm bill amendment [sic] will effect one out of 
thousands of energy contracts. " 

STATEMENT (p.4): This contract-by-contract process will take months, if not years, to 
complete and it will then only apply to a single contract. ” 

RESPONSE: These statements are incorrect The CFTC has not made any statements or 
provided any indication of the number of commodities or contracts that will likely be determined 
to perform a significant price discovery function. The CFTC certainly has not indicated that only 
one contract will be covered. To the contrary, informed observers indicate multiple contracts are 
likely to qualify for CFTC oversight 


5. STATEMENT (p.4): “Moreover, the Farm Bill 's attempt to end the Enron Loophole will 
doubtless lead to further regulatory arbitrage. If the CFTC should be able to prove that an 
individual energy futures contract has contract has [sic] a ‘significant price discovery function, ' 
and thus should be subject to regulation, traders will almost certainly simply move their trading 
to equivalent contracts that remain exempt from regulation. " 

RESPONSE: Mr. Greenberger appears to be predicting that if the CFTC determines that one 
particular contract performs a significant price discovery function, then traders will begin trading 
a different contract that hasn’t been deemed to perform a significant price discovery function and 
isn’t subject to CFTC oversight. Practical obstacles and the design of the new law, however, 
make this type of maneuvering unlikely. 

First, it is much more difficult for a trader to use a contract that does not perform a price 
discovery function since, by definition, it will have a lower trading volume and fewer 
counterparties. During the PSI Amaranth investigation, numerous traders told the Subcommittee 
that the most significant &ctors in determining which market and contract to use for trading were 
price and liquidity. All of the traders interviewed by the Subcommittee stated that they would 
trade the contract that provided the best price and most liquidity, regardless of whether it was in 
a regulated or unregulated market Secondly, if a significant amount of trading did migrate from 
a regulated contract to an unregulated contract simply to avoid regulation, the CFTC could 
readily determine that the second contract also performed a significant price discovery function 
and regain its ability to exercise oversight In fact, one of the statutory factors for determining 
whether a contract performs a significant price discovery function is whether that contract is 
being used for arbitraging purposes. The new law thus contains provisions designed to prevent 
exactly the type of arbitrage scenario Mr. Greenberger describes. 
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6. STATEMENT: "I would go back to the status quo ante before the Enron loophole was 
passed. ” 

STATEMENT (p.5): “Again, the easiest course to end the Enron loophole was not chosen 
as part of the Farm Bill. The most effective closure would have simply returned the Commodity 
Exchange Act to the status quo ante prior to the passage of the Enron loophole. " 

STATEMENT (p.3): “The simplest way to repeal [the Enron loophole] would be to add two 
words to the Act’s definition of 'exempt commodity’ so it reads: an exempt commodity does ‘not 
include an agriculture or energy commodity; ‘ and two words to 7 U.S.C. § 7(e) to make clear 
that ‘agricultural and energy commodities must trade on regulated markets. ’’ 

RESPONSE: Mr. Greenberger seems to be proposing a return to the legal fiamework for 
commodity trading prior to enactment of the Commodity Futures Modernization Act (CFMA) of 
2000, and to require energy and metal conunodities to be traded in the same way as agricultural 
commodities, which means they could not be traded on electronic exchanges other than a futures 
exchange. This approach would prohibit energy traders horn trading iinancially settled swap 
instruments on electronic exchanges that are not futures exchanges, even though under the 
legislation the trading of significant price discovery contracts on these electronic exchanges wiU 
be regulated just like futures contracts. At the same time, die proposal would continue to permit 
those traders to trade these swap instruments amongst themselves by unregulated non-electronic 
means, such as through voice brokers, large financial institutions that operate as swap “dealers,” 
and directly between each other using telephones and ftx machines. 

One of the problems with this approach is that it would re-direct trading from electronic 
exchanges that promote price transparency and cleared trades, two mechanisms that increase 
market efficiency and stability, toward greater use of unregulated, non-transparent, and non- 
cleared trading of swaps that impair price transparency, increase systemic risk, and make it 
harder to detect and prevent manipulation. It is partly because financially settled swaps do not 
require the physical delivery of a commodity, and partly because of the historic inability of the 
futures exchanges to develop active markets for more specialized types of financial and energy 
swaps, that Congress has never required them to be traded on fully regulated fiitures exchanges. 
To do so now would constitute a major change in U.S. commodity law, and would go much 
further than the status quo ante prior to the CFMA. In addition, eliminating electronic exchanges 
open to large traders would dismantle an accepted commodity market mechanism — the 
significant portions of which are now regulated — for little apparent regulatory gain. 


7. STATEMENT: “Prior to the [Enron loophole], every futures contract — oil, collateralized 
debt obligations, credit default swaps — had to be traded pursuant to regulation that had age-old 
and time-tested controls on speculation. ’’ 

RESPONSE: This statement is incorrect. Prior to the Commodity Futures Modernization 
Act (CFMA), large traders trading financial instruments like collateralized debt obligations, 
credit default swaps, and energy swaps were eligible for the hybrid and swaps exemption from 
the requirement that all fiitures contracts be traded on a regulated futures exchange. See, e.g., 1 7 
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C.F.R. Part 35 (Exemption of Swap Agreements). Persons trading swaps under the various pre- 
CFMA swaps exemptions were not subject to speculative position limits. 


8. STATEMENT: "Overnight, [prohibiting the trading of energy commodities in Exempt 
Commercial Markets] will bring down the price of crude oil, 1 believe, by 25 percent. ” 

RESPONSE: According to recent market data, there is little to no trading of crude oil « 
contracts on exempt commercial markets in the United States. Prohibiting the trading of energy 
commodities in a market in which no trading is currently taking place is, thus, unlikely to have 
an effect on the price of crude oil. Moreover, although there have never been any Exempt 
Commercial Markets for agricultural commodities, many agricultural commodities have recently 
experienced substantial price spikes. There is no credible evidence that simply amending the 
CEA to regulate energy commodities as if they were agricultural commodities will lead to lower 
energy prices. 


ISSUES RELATED TO CLOSING THE LONDON LOOPHOLE 

9. STATEMENT: "[BJecause of that Enron loophole, which I believe has not been closed for 
crude oil, there are no speculation limits in these markets that are unregulated . " 

RESPONSE: The Enron loophole has been closed for aU energy and metal commodities, 
including erade oil traded on Exempt Commercial Maricets in the United States. But currently, 
crude oil is not being traded on those markets. 

Cmde oil is instead being traded on the NYMEX exchange in New Y ork, which has 
speculative position limits, and on the ICE Futures Europe exchange in London, which does not. 
The ICE Futures Europe exchange in London has no speculative position limits, because until 
recently neither the British Financial Services Authority (FSA) nor ICE Futures Europe had 
imposed them for U.S. crude oil contracts traded on that exchange. 

Since 1982, Section 4 of the Commodity Exchange Act has authorized U.S. persons to 
trade on foreign exchanges and has prohibited the CFTC irom imposing regulatoty requirements 
upon those foreign exchanges. Recently, this CEA exemption has been referred to as the London 
loophole, since it allows U.S. traders to trade on the ICE exchange in London without CFTC 
oversight and without speculative position limits. On June 16, 2008, in response to concerns 
expressed about the London loophole, the CFTC anno unced that ICE Futures Europe would have 
to implement speculative position limits in order to be able to continue to offer U.S. traders the 
option of trading its U.S. crude oil contract through U.S.-based trading terminals. The CFTC is 
also working with the FSA on an agreement to impose speculative position limits on this contract 
and to alert the CFTC when any trader has exceeded Arose limits. 
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10. STATEMENT: "There is now nothing in the law that sanctions foreign board of trades in 
the United States trading U.S. products being able to escape regulation. . . . What is now in my 
belief illegal, and will soon, if somebody wakes up, be invalidated by either a private individual 
being hurt by it or a state attorney general. " 

STATEMENT (p.5): "These staff no action letters have been referred to as Foreign Board 
of Trade exemptions (FBOTs) - a term which as of today is nowhere found in the CEA. 

STATEMENT (p.l2): "fTJhere is no statute to date that provides any exemption for U.S. 
trading on Foreign Boards of Trade. The Commodity Exchange Act says nothing about Foreign 
Boards of Trade. " 

RESPONSE: These statements are incorrect. The Commodity Exchange Act (CEA) 
explicitly excludes trading on a foreign hoard of trade from key CFTC regulations. Section 4(a) 
of the CEA explicitly exempts from the requirement that all futures contracts he traded on a 
CFTC-reguIated fixtures exchange contracts traded on or subject to the mles of any hoard of trade 
or exchange “located outside the United States.” Section 4(b) prohibits the CFTC from issuing 
any regulation that approves or “governs in any way any rule or contract, rule, regulation, or 
action of any foreign board of trade.” 


11. STATEMENT (p.5): "It has been a fundamental tenet, recognized by exchanges all over 
the world, that if the trading of futures contracts takes place within the United States, that 
trading, unless otherwise exempted or excluded by the Act itself or by the CFTC through an 
exemption granted pursuant to the Futures Trading Practices Act of 1992 (otherwise referred to 
as section 4(c)) ,is subject to the regulatory jurisdiction of the Commodity Futures Trading 
Commission. Recognition of that sweeping reach of U.S. jurisdiction is evidenced by the fact 
that most major foreign futures exchanges have asked the CFTC for an exemption from the full 
regulatory requirements of the Commodity Exchange Act (CEA) to which they might otherwise 
be subject in order to allow those foreign entities to conduct trading in the U.S. on U.S. based 
terminals of foreign delivered futures contracts. That exemption, premised on section 4(c), has 
been issued to many foreign exchanges through staff no action letters, which permit trading on a 
foreign exchange 's U.S.-based terminals without that exchange being subject to U.S. statutory or 
regulatory requirements. ’’ 

RESPONSE: These statements mischaracteiize the statutory and legal basis for the CFTC’s 
determination to permit foreign exchanges to operate trading terminals in the United States 
without being subject to full CFTC regulation as a fixtures exchange. The basis for the CFTC’s 
determination to grant a foreign board of trade or exchange permission to operate trading 
terminals in the U.S. without being subject to the full regulatory requirements applicable to U.S. 
futures exchanges is not Section 4(e) of the CEA or Futures Trading Practices Act, but rather 
CEA Section 4(a). Section 4(a) provides that all futures contracts traded in the United States 
must be traded on a regulated exchange other than contracts traded on or subject to the rules of a 
board of hade or exchange located outside the United States. 7 U.S.C. § 6(a). Futures contracts 
traded from within the United States on a foreign exchange axe, thus, excluded by statute from 
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the requirement that futures contracts traded in the United States be traded on a futures exchange 
regulated by the CFTC. 


12. STATEMENT (p.6): ‘^This exemption was entirely the creation of CFTC staff and it has 
never been formally approved by the Commission itself " 

RESPONSE: This statement is incotrect The decision to allow foreign exchanges ta 
establish tr ading terminals in the United States and to permit trading on those terminals outside 
of CFTC oversight was formally approved by the CFTC in a Policy Statement issued on 
November 2, 2006. The 2006 Policy Statement was issued after a process in which the CFTC 
sought public comment, received written comment letters, and held a public hearing on the issues 
raised. In the Policy Statement, the CFTC wrote: 

"The Commodity Futures Trading Commission is issuing a Statement of Policy that 
affirms the use of the no-action process to permit foreign boards of trade to provide direct 
access to their electronic trading systems to U.S. members or authorized participants, and 
provides additional guidance and procedural enhancements.”’ 


13. STATEMENT (p.6): "The staff FBOT no action letter process never contemplated that an 
exchange owned by or affiliated with a U.S. entity would escape the CFTC regulation imposed 
on traditional U.S. exchanges . " 

RESPONSE: This statement is incorrect. In its 2006 Policy Statement, the CFTC 
determined it would not be appropriate to use any “bright-line” test based on the location of an 
affiliate or related corporate entity to determine whether to treat an entity as a U.S. or foreign 
exchange. Instead, the CFTC adopted a flexible approach that considered the totality of 
circumstances for determining whether an exchange was foreign or domestic, including whether 
the exchange was affiliated with a U.S. exchange. This approach was favored by most of the 
comments received by the Commission on this issue. 


14. STATEMENT (pJ): "For purposes of facilitating exempt natural gas futures, ICE is 
deemed a U.S. ‘exempt commercial market ' under the Enron loophole. For purposes of its 
facilitating U.S. WTl crude oil futures, the CFTC, by informal staff action, deems ICE to be a 
U.K. entity not subject to direct CFTC regulation even though ICE maintains U.S. headquarters 
and trading infrastructure, facilitating, inter alia, @ 30% of trades in U.S. WTI futures. " 

RESPONSE: The statement gives the inaccurate inqtression that a single legal entity named 
“ICE” operates two exchanges, one in the United States and one in London, and is being treated 


^ Commodity Futures Trading Commission, Policy Statement, Boards of Trade Located Outside of the United States 
and No-Action Relief From the Requirement To Become a Designated Contract Market or Derivatives Transaction 
Execution Facility, 71 Fed. Reg. 64443 (Nov. 2, 2006). 
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diflerently depending upon which exchange is at issue. In fact, the legal entities that operate 
these two exchanges are different. 

The legal entity that operates the electronic exchange within the United States is the 
Intercontinental Exchange (“ICE”). ICE is a Delaware corporation located in Atlanta, Georgia. 
ICE pays U.S. taxes, uses U.S. employees, and operates an exempt commercial market in the 
United States that, among other commodities, trades natural gas contracts. 

ICE has several wholly-owned subsidiaries that operate regulated fiitures exchanges — 
ICE Futures US, ICE Futures Canada, and ICE Futures Europe. Each subsidiary has its own 
management and an independent board of directors. Each exchange is overseen by the 
regulatory authority of the country in which the exchange is physically located. The regulatory 
authority oversees the exchange and the subsidiary that operates the exchange, but not the parent 
corporation, ICE. 

ICE Futures Europe operates an exchange in London and, on it, trades European crude oil 
(Brent crude oil &om the North Sea), European heating oil, European natural gas, and other 
European contracts as well as a financially-settled U.S. crude oil futures contract (based on the 
price of West Texas Intermediate crude oil contracts traded inNew York), U.S. gasoline, and 
U.S. home heating oil contracts. ICE Futures Europe is registered in the United Kingdom, pays 
U.K. taxes, has U.K. employees, is treated as a U.K. corporation, and is regulated by the U.K, 
F inanc ial Services Authority. 

The CFTC has not deemed the parent corporation ICE to be a U.K. entity; it treats ICE as 
a U.S. corporation, which it is. ICE Futures Europe, on the other hand, is a U.K. corporation, not 
because the CFTC has “deemed it to be” a U.K. entity, but by operation of U.K. law. Moreover, 
under U.K law, the parent corporation, ICE, is not permitted to direct the activities of its 
subsidiary, ICE Futures Europe, in operating the London exchange. The CFTC thus treats ICE 
Futures Europe as a foreign board of trade, because ICE Futures Europe is, in fact, a foreign 
board of trade. 


15. STATEMENT (p J): “[T]he statute should also be amended to forbid an exchange from 
being deemed an unregulated foreign entity if its trading affiliate or trading infrastructure is in 
the U.S.; or if it trades a U.S. delivered contract within the U.S. that significantly affects price 
discovery. ” 

RESPONSE: The 2006 Policy Statement issued by the CFTC discusses the various criteria 
for determining when a foreign board of trade should be permitted to operate within the United 
States and not Ire subject to full CFTC regulation as a domestic futures exchange. The CFTC 
invited and considered public conunents on all of the criteria urged by Mr. Greenbeiger. The 
Policy Statement states that the Commission “decided not to adopt any objective standards 
establishing a threshold test of U.S. location. Commission staff will continue to assess the 
legitimacy of any particular appbeaut to seek relief as a ’foreign’ board of trade by considering 
the totality of factors presented by an applicant. This flexible case-by-case approach will permit 
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staffs during a period of evolving market structure, to consider the unique combination of factual 
indicators of U.S. presence that may be presented by an applicant for relief.” 


16. STATEMENT (p.5): "[T]he Dubai Mercantile Exchange, in affiliation with NYMEX, a 
U.S. exchange, has also commenced trading the U.S. delivered WTI contract on U.S. terminals, 
but is, by virtue of a CFTC no action letter, regulated by the Dubai Financial Service 
Authority. " 

RESPONSE; This statement is incorrect. The Dubai Mercantile Exchange (DME) has not 
commenced trading crude oil contracts in the United States, although it has announced its 
intention to seek permission to establish DME trading terminals in the United States to trade this 
contract. Second, the DME is not considering trading a “U.S. delivered WTI contract,” but 
rather a financially settled derivative contract whose price would be linked to the settlement price 
of the WTI contract traded on the NYMEX. The Dubai WTI-relatcd contract would not require 
the physical delivery of any crude oil. Third, the trading of contracts on the DME will be 
regulated by the Dubai Financial Services Authority, not by virtue of any action or inaction by 
the CFTC, but rather by the operation of the law of Dubai, the jurisdiction in which the DME is 
located. 

The issue is not whether the DME will regulate trading on an exchange located in its 
country, but whether the CFTC will be able to exercise oversight of DME contracts traded here 
in the United States. The CFTC has yet to grant DME permission to use trading terminals in the 
United States for the trading of its WTI contract and, prior to doing so, may follow the precedent 
set in the United Kingdom and require DME to provide daily trading data and apply speculative 
position limits to those contracts comparable to the reporting and trading requirements applicable 
to Wn-related contracts currently traded in the United States. Legislation has been introduced 
in the Senate, S. 2995 and S. 3129, that would require the CFTC to follow that course of action 
for every foreign exchange seeking to trade within the United States. 


17. STATEMENT (p.l2): "S. 2995 . . . opens the door to any foreign exchange operating 
under an FBOT exemption escaping U.S. regulation for any U.S. delivered commodity . . . ." 

RESPONSE: This statement is incorrect. S. 2995 was introduced by Senaton Levin and 
Feinstein in May. In June, a new provision was added to the bUl and it was reintroduced as S. 

3 129, the Close the London Loophole Act sponsored by Senators Levin, Feinstein, Durbin, 
Dorgan, and Bingaman. There is nothing in either S. 2995 or S. 3129 that would “open the door” 
to any foreign board of trade “escaping U.S. regulation.” To the contrary, both bills would make 
it more difficult for the CFTC to grant a no-action letter to a foreign exchange than under current 
CFTC practice. Both bills would require the CFTC, before granting or continuing permission for 
a foreign exchange to operate trading terminals widiin the United States, to make a specific 
finding that the foreign exchange has congjarable transparency requirements and speculative 
positions limits to those in the United States. S. 3129 goes further and gives the CFTC explicit 
authority to: (1) prosecute U.S. persons who manipulate or attempt to manipulate the price of a 
commodity in interstate commerce through trading on a foreign exchange; (2) direct U.S. traders 
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to reduce their positions on a foreign exchange when those positions exceed the applicable 
position limits or accountability levels; and (3) impose recordkeeping requirements on U.S. 
traders trading on a foreign board of trade or exch^ge. Both bills would strengthen U.S. 
oversight of foreign exchanges operating trading terminals in the United States. 


18. STATEMENT (p.l3): "S. 2995 does not incorporate all of the conditions within the 
present FBOT no action letter typically issued by CFTC st<^.’’ 

RESPONSE: S. 2995 and its successor bill S. 3 1 29 do not limit the conditions that the 
CFTC may impose upon a foreign exchange in a no-action letter; both bills simply require that 
certain conditions be met before a foreign exchange is allowed to operate trading terminals 
within the United States. Nothing in either bill would restrict the conditions the CFTC may 
impose upon a foreign exchange to those specified in the bill language. 


19 STATEMENT (p.8): “The Senate Permanent Investigating Subcommittee has now issued 
two reports, one in June 2006 and one in June 2007, that make a very strong (if not irrejutable 
ease) that trading on ICE has been used to manipulate or excessively speculate in U.S. delivered 
crude oil and natural gas contracts. The June 2006 report cited economists who then concluded 
that when a barrel of crude was @S77 in June 2006, S20 to $30 dollars of that cost was due to 
excessive speculation and/or manipulation on unregulated exchanges. " 

RESPONSE; The 2006 and 2007 PSI reports focused on the role of excessive speculation 
in U.S. commodity markets; neither report contained any findings on whether traders 
manipulated crude oil or natural gas prices. 
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Post-Hearing Questions for the Record 
Submitted to Professor Michael Greenberger 
From Richard Miller 

“Energy Speculation; Is Greater Regulation Necessary to Stop Price Manipulation?-Part 

II” 

June 23, 2008 


I) Swap dealers have accumulated futures positions far in excess of the 

speculative position limits which are intended to prevent excessive speculation. 

A) Why did the CFTC start to allow hedging exemptions for swap dealers who have 
commodity index investments? 

In 1991, the CFTC by staff action in a letter established the precedent for granting swaps 
dealers a hedging exemption to allow them to hedge the exposure on the swaps contracts they 
were writing. This precedent accordingly allowed swaps dealers to escape speculation limits. I 
was not at the CFTC until September 1997. I have no direct knowledge of the thinking behind 
the issuance of the 1991 exemption or later similar staff exemptions. The effect of these 
exemptions was, however, to undermine completely in a highly opaque fashion (i.e., few people 
had access to the staff letters in question) the age old regulatory device of limiting speculative 
influences on commodity markets that finds their origin on the Commodity Exchange Act of 
1 936. Swaps dealers, who, for these purposes, have no commercial interests, were, by this staff 
level exemption, able to avoid speculation limits on their transactions. The crude oil markets 
thereafter became dislodged from supply and demand fundamentals, because the speculation 
engendered by laying off risk from the swaps index funds had no limitations placed it. 

B) Did you review any such exemption letters during your tenure? 

No. 

C) Shouldn’t hedging exemptions be limited to those who have a bona fide risk 
reiated to the purchase and sale of physical commodities like oil or corn? 

Yes, it is beyond dispute that the fundamental purpose of the Commodity Exchange Act 
was that hedging exemptions should be limited to “bona fide” physical hedgers. Senator 
Lieberman and Collins’ Commodity Speculation Reform Act of 2008 (introduce don July 10, 
2008) does an excellent job of defining the characteristics of a “bona fide” hedger. This 
proposed legislation would amend current legislation to restrict the hedging exemption to parties 
that are entering into transactions for the purpose of mitigating the risk associated with 
fluctuations in the price of owned commodities or liabilities. Therefore, those parties currently 
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laying off risk through the “commercial hedgers” exemption would be required to be in 
possession of the physical commodity or be subject to the risks associated with fluctuations in 
the value of the underlying goods. This legislation would effectively return the commodities 
markets to physical hedgers, the market’s original and intended principal participants. 

D) If Congress were to narrow such exemptions to only allow bona fide physical 

hedging, would this adversely affect market liquidity? 

No, limiting the hedging exemptions to bona fide physical hedgers would not adversely 
affect liquidity. Chairman Stupak in his opening remarks at the June 23™ Energy Speculation 
and Regulation Part II hearing presented a chart that illustrated that speculators had grown from 
37% of the WTI market in 2000 to” 71% of the market in April 2008. At the hearing, Chairman 
Stupak posed the question of how much liquidity the market needed to Fidel Gheit, an oil market 
analyst from Oppenheimer and Co, Mr. Gheit estimated “less than 20%” liquidity. Analysis of 
Chairman Stupak’s data and Mr. Gheit’s estimate of essential liquidity would lead to the 
conclusion that the market, as of June 23, 2008, was saturated with liquidity. Therefore, a 
reduction in the level of speculation created by restricting the hedging exemption to physical 
hedgers would not adversely affect the market operations. Ultimately, curbing speculation levels 
w'ould return the market to physical hedgers and market fundamentals. 

The commodities fumres market no longer assists the physical hedgers it was intended to 
serve because of these new inflows of speculative capital resulting from index funds. Richard 
Steenland, President and CEO of Northwest Airlines, testified at the Energy Speculation and 
Regulation Part 11 hearing that, “[Northwest] hedge[s] today where we can. It’s not very 
attractive at these prices, but when you consider what the - what the run-up is, you know, we 
look to basically buy some insurance policy against prices going even higher.” Mr. Steenland 
and his colleagues on the panel all told the House committee that speculators trading “video or 
paper barrels” dislodged the market from market fundamentals to the point where hedging was 
becoming no longer worthwhile. Under the long history of the Commodity Exchange Act, it was 
never envisioned that producers and end-users would be unable to hedge due to the activities of 
parties that do not actively deal in the underlying commodity. It was the foremost puipose of the 
Commodity Exchange Act that excessive speculation be limited to ensure just enough to create 
liquidity, but not so much speculation that the markets would be severed from commercial 
fundamentals. 


2) Your testimony warns about the risks of having a trader spreading its 

positions over multiple markets and accumulating a disproportionately large position, 
while satisfying each exchange’s separate limits. That could take place with oil contracts 
on ICE Futures and NYMEX, for example. Is that a weakness which CFTC can correct 
administratively, or does that have to be remedied by legislation? 
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The CFTC has the authority under the Commodity Exchange Act to do this 
administratively. With regard to ICE, it could do this cither by rescinding the no action letter (as 
it has the absolute right to do under the terras of that document) to make ICE a U.S-designated 
contract market to which speculative limits could be directly applied. It could easily do so on the 
ground that ICE is controlled from its headquarters and by its parent company in Atlanta; ICE’s 
trading engines are in Chicago; it trades on U.S. terminals a contract premised on U.S. settled 
prices of a U.S. delivered commodity in U.S. denominated dollars. Alternatively, as the CFTC’s 
June 1 7, 2008, letter to ICE regarding speculation limits makes clear, the CFTC could achieve 
this reform through the imposition of the appropriate conditions to its ICE no action letter. In 
the absence of the CFTC doing this administratively, the kind of legislation proposed by Senate 
Majority Leader Reid’s Stop Excessive Energy Speculation Act of 2008, S.3268, will 
accomplish this result. S. 3268 was introduced in July by the Senate Democratic leadership and it 
failed to sustain a cloture vote late in that month on a 50-43 vote in favor of cloture. 


3) Should the size of position limits be set relative to open interest at a given point 

in time during the month? 

Position limits linked to the number of open contracts on a particular market is a less 
desirable form of regulatory oversight. The best method of regulating these markets is to impose 
aggregated position limits directly on U.S.-traders and U.S. trading, thereby imposing limits that 
would control trading in every market (whether regulated or unregulated and wherever located) 
irrespective of the open interest on any single exchange. This is the regulatory approach taken 
in the Commodity Speculation Reform Act of 2008, proposed by Senators Lieberman and 
Collins on July 10, 2008, and in S.3268, proposed by Senator Reid and other Senate Democratic 
leaders in July 2008. 


4) Should position limits be reduced for index investors to reduce their impact on 

the futures market? 

Yes, passive index speculators should be subject to position limits to reduce their 
adverse impact on the commodities markets, because swaps dealers lay off their speculative risk 
by using the swaps exemption to purchase all of the contracts they desire on NYMEX, thereby 
encouraging unlimited speculation through their index funds. Index speculators may enter into 
an unlimited number of contracts; in turn, swaps dealers buy corresponding and unlimited off 
setting positions in the commodities market. The swaps dealer hedging in the commodity 
markets is purely speculative. In order to return the commodities markets to physical hedgers 
and end users, such flows of money through this swaps channel must be curbed. For example, 
Michael Masters' May 20, 2008 testimony noted that investments from index speculators have 
increased from $13 billion in 2003 to $260 billion as of March 2008. (For the most recent 
corroborative data, see http:. www.stopoilspeculator.S-Com/PDF.'hLmthiothc rs -act?. pdf ). 
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Such substantial inflows of cash have dislodged the market from traditional market 
fundamentals by creating additional speculative demand. Therefore, index speculators should be 
subject to position limits to reduce the effects of their investment strategies on American 
households and businesses. 


5) NYMEX’s open interest for the WTl contract is 3 times the size of open 

interest on ICE Futures Europe. For purposes of the no action letter conditions, should the 
NYMEX speculative position limits be the same as ICE Futures Europe? Or should the 
ICE Futures position limits be proportionally smaller? 

The most effective method of managing position limits is by setting aggregated position 
limits on U.S. trading across all markets. Aggregated position limits prevent market participants 
from circumventing position limits imposed on regulated exchanges by transferring their 
strategies to unregulated exchanges, as Amaranth did in 2006. The aggregation of market 
participants’ contracts allows investors the freedom to operate on their exchange of choice while 
still complying with an overarching limit on commodity speculation. If Congress is able to pass 
these measures, an effective position limits .system w'ould be established and there would be no 
need for a system of positions limits tied to one exchange’s volume. 


6) The Senate Permanent Subcommittee on Investigations issued a critique of 

your testimony before the Senate Commerce Committee. Please provide a copy of that 
critique and your response. 


It should be noted that the above referenced critique was not issued by the members of 
the Senate Permanent Subcommittee on Investigations, but by its staff. The staff critique can be 
found at: 


http:, hsgac. senate. go\. public/ files. P.SIJlSTAFFAN.ALYSlSGREHNBERGFRTESTIM 
ONYONJUNh32008.pdf 


My response to this critique is set out in full below. I should add that while that critique was 
addressed to testimony I delivered on June 3, 2008 to the Senate Commerce Committee, I was 
subsequently asked, despite the Senate staffers “critique,” to testify five times before a variety of 
House and Senate Democratic Committees, including being asked on June 25, 2008 to brief the 
House Democratic leadership and on July 10, 2008 to address the Senate Democratic leadership 
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with regard to need to pass legislation controlling excessive speculation in the crude oil and 
agricultural markets. The staff “critique” was premised upon my point on June 3, 2008 to the 
Senate Commerce Committee that the “End the Enron Loophole” proviso on the 2008 Farm Bill, 
which was principally drafted by the Subcommittee staff writing the “critique,” did not, in fact, 
close that loophole. My point on June 3, 2008 has been supported by the dozens of bills 
introduced in June and July 2008 designed to fully close the Enron Loophole despite passage of 
the Farm Bill, recognizing that the Farm Bill did meet the objective of fully closing the Enron 
Loophole. The lead Senate bill, S. 3268, introduced in mid-July by Senators Reid and four other 
Senate Democratic leadership members would have closed the Enron loophole, but failed to 
sustain a cloture motion on a 50-43 vote. It doubtless will be received more favorably in the 
coming Congress. On August 18, 2008, the House did pass its own legislation (H.R. 6604) by an 
overwhelming 283-133 vote that would have fully closed the Enron loophole. On June 21, 2008, 
President-elect Obama, during his Presidential campaign, promised to fully close the Enron 
Loophole. In short, my June 3 2008 thesis about the shortcomings of the Farm Bill proviso, 
which was obviously not well received by those staffers who had advertised that had fully closed 
the Enron Loophole at that time, has now been almost universally accepted. Indeed, the only 
proponents of the staff “critique” have been: (I) Republican members of Congress when they 
have argued against the passage of the Senator Reid and House legislation de.signed to fully close 
the Enron Loophole, e.g., S. 3268 and H.R. 6604; and (2) by the Intercontinental Exchange itself, 
which as my response below makes clear was the original proposer of the limited Farm Bill 
proviso - a bill that if implemented (and to date it has not been implemented) would only have 
had minimal regulatory impact on ICE. Finally, while the staff “critique" (and ICE) attempts to 
belittle my June 3, 2008 prediction that crude oil would drop by 25% when speculative impulses 
were controlled, it is highly ironic that, as this answer is written, crude oil has dropped within a 
few months from the mid-July high of $147 to well below $60 or an almost $90 drop. As it turns 
out, I should have been “critiqued” for being far too conservative. 

Again, my answer to the staff “critique” is immediately below: 
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July 9, 2008 

The Honorable Collin Peterson 
Chairman 

House Committee on Agriculture 
1301 Longworth House Office Building 
Washington, DC 20515 

Re; Answer of Professor Michael Greenberger to the June 24, 2008 PSI Staff Analysis of His 

June 2008 Senate Testimony 


Dear Chairman Peterson: 

You have asked that T respond in writing to the June 24, 2008 Joint Analysis of the 
Majority and Minority Staffs of the United States Senate Permanent Subcommittee on 
Investigations (“PSI”) of my June 3, 2008 testimony before the United States Senate Committee 
on Commerce, Science and Transportation. 

At the outset, after having reviewed the PSI staff analysis, I feel even more confident 
about my te,stimony and the recommendations and conclusions reached therein for the reasons 
described in detail below. As you know, you have invited me to testify on both July 10 and 1 1, 
2008 at your Committee’s hearings to discuss whether there is excessive speculation in the crude 
oil futures markets and, if so, what kind of legislation might remedy that problem. In the course 
of my testimony on those scheduled topics of discussion, I am fully prepared to answer any 
questions the Members of the Committee may wish to pose to me about this letter or the PSI 
analysis itself 


The Issue about Which There Is Disagreement 

As 1 show below, since I first testified on this subject on December 12, 2007, my basic 
point has been that prior to the enactment of the Enron Loophole on December 20, 2000, all U.S, 
traded energy futures contracts based on U.S. delivered energy commodities, including 
standardized energy swaps agreements, W'ere required to be executed on a U.S. regulated 
exchange. Those exchanges were directly overseen by the U.S. Commodity Futures Trading 
Commission (“CFTC”) under the Commodity Exchange Act (“CEA”) and by each exchange’s 
elaborate self regulatory surveillance systems. That CFTC and self regulatory oversight was 
designed by Congress to prevent excessive speculation and manipulation in these markets, I have 
therefore urged that closing the Enron Loophole should therefore mean returning all U.S. energy 
futures contracts to the status quo ante on December 19, 2000, the day before the Enron 
Loophole went into effect. 

As 1 further show in detail below, the “Close the Enron Loophole” amendment within the 
recently enacted Farm Bill does not automatically return all U.S. energy futures trading to U.S. 
regulated exchanges. Rather, it allows the CFTC to place on a contract-by-contract basis any of 
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the thousands of presently unregulated U.S. energy futures contracts (but not the rapidly growing 
multi-billion dollar standardized U.S. energy swaps market) back under the CEA"s regulatory 
regime if the CFTC “in its discretion” decides to demonstrate, pursuant to notice and comment 
procedures and judicial review provisions dictated by the Administrative Procedure Act and 
administrative law procedural cases, that the contract serves a “significant price discovery 
function.” Section 13201 of that statute provides detailed statutory criteria in sections 13201 (b) 
to establish through informal rulemaking required under that section and 13204 (b) the way in 
which “significant price discovery function” requirements should be made by the CFTC. 

The Farm Bill Amendment affords the CFTC 9 months to develop criteria by notice and 
comment rulemaking to govern its “significant price discovery function” determination and then 
6 months to apply those criteria to the energy contracts the CFTC decides “in its discretion” are 
subject to the legislation. That would mean that the Fann Bill’s regulatory infrastructure is not 
required to be in place until September 2009. 

As I demonstrate below, the administrative requirements that must be complied with by 
the CFTC in promulgating and applying its rule, and the likely judicial review of those actions to 
follow by those many parties (both energy traders and consumers) adversely affected by any 
CFTC decision of this kind will likely further prolong that Act’s implementation. 

Conversely, as I show below, by legislatively requiring that all energy contracts within a 
U.S, regulatory format, as was true before passage of the Enron Loophole, the administrative and 
litigation target would shrink. Energy consumers will have little about which to complain. And, 
those opposed to reregulation will not have administrative action to attack procedurally or 
substantively, but they will be forced to demonstrate that a federal statute enacted pursuant to the 
Commerce Clause, to ensure financial stability in these markets critically important to the well 
being of this Nation’s economy, has no rational basis -- a standard universally understood to be 
very difficult for someone challenging Congressional action to meet. 

As I show below, out of the “thousands”' of contracts traded on the U.S. owned 
Intercontinental Exchange (“ICE”) now outside the scope of U.S. contract market regulation, the 
CFTC has now at least twice publicly stated that only ICE"s benchmark Henry Hub natural gas 
contract on that exchange will be subject to reregulation. The reregulation of that contract has no 
bearing on crude oil, gasoline, or heating oil prices. 

Despite the plain language of the Farm Bill amendment, the CFTC has taken the position 
that the trading of ICE’s U.S. benchmark crude oil contract (which covers @ 30% of the trading 
in that U.S. futures market) will not be subjeet to reregulation under the Farm Bill amendment. 


Statement of ICE Chairman and CEO. Jeffrey Spreclier, Commodity Futures Trading Commission, Public Hearing 
On Exempt Commercial Markets 1 13 (Sept. 18. 2007) (unpublished manuscript, on file with Anderson Court 
Reporting). 
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The CFTC contends that ICE, for purposes of trading of that U.S. benchmark contract on U.S, 
tenninals, is a “foreign” exchange because its wholly owned London subsidiary has been 
assigned by its U.S. parent intra-corporate oversight of those U.S. tenninals. The CFTC has 
reached this decision despite the fact that: ICE is headquartered in Atlanta, Georgia; the 
electronic server matching the ICE WTl trading is located in Chicago; and the overwhelming 
majority of the ICE WTI trading is conducted on trading terminals located within the U.S. 

In sum, the Farm Bill Amendment, which was brought to the Senate floor on December 
1 3, 2007, certainly does not now meet the challenges presented today by the dire economic 
circumstances faced by the U.S. consumers of crude oil and its derivatives (e.g., gasoline and 
heating oil), i.e., it does not require administrative action for 1 5 months; it places the burden on 
the CFTC “in its discretion” to prove that a contract should be reregulated subject to time 
consuming administrative and judicial constraints; it will only apply to ICE"s natural gas futures 
contract according to public statements by the CFTC; and it does not apply to the billions of 
dollars being traded by U.S. swaps dealers executing standardized energy futures contracts. 

In this regard, I agree with PSI staffs assertion in its analysis (at 2) that I am now 
“proposing a return to the legal framework for commodity trading prior to the enactment of the” 
Enron Loophole, when all U.S. energy futures, including standardized energy swaps, were 
required to be executed on a CFTC regulated contract market. I make this recommendation in the 
wake of the financial crisis in which this country finds itself because of rapidly skyrocketing oil, 
gasoline, and heating oil prices. 

Legislative Support for Returning to Complete Regulation of the U.S. Energy 
Futures Market 

My analysis is consistent with the approach of one of PSU's members. On June 22, 2008, 
Senator Obama announced a plan that “fully closes the Enron loophole and restores common- 
sense regulation as part of my broader plan to ease the burden for struggling families today while 
investing in the future.”^ Governor Jon Corzine of New Jersey, a former Chairman of Goldman 
Sachs and former Senator from New Jersey, was Senator Obama’s principal .spokesperson when 
the proposal was released and he expressly endorsed the proposal to close the Enron Loophole 
fully."’ In addition. Senator Nelson’s proposed legislation (S. 3 1 34), whose cosponsors include 
Senator Obama, adopts the very legislative language that I had proposed in my June 3, 2008 
testimony that is the subject of PSI staff criticism. Similarly, I have been informed that another 
member of the PSI committee has joined as a co-sponsor of S. 3205, the 2008 PUMP Act, which 


' Obama Announces Plan to Fully Close the Enron Loophole. Crack Down on Excessive Energy Speculaiion. (June 
22, 2008), available at hnp;//www.barackobama.coni/2008/06/22/obama_announces_plan_to fully. php (last visited 
July 7, 2008). 

‘ Caren Bohan, Obama vr»v.s to crack down on oil speculation, REUTERS, June 22, 2008, available at 
htlp://wtv'w. renters. coiTi/article/poIiticsNews-ddUSN2243134220080622 (last visited July 7, 2008). 
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also completely closes the Enron Loophole by requiring all U.S. energy futures and swaps 
trading to be done on U.S. regulated markets. 

Just three days after Senator Obama issued his proposal to fully close the Enron loophole. 
Senator John McCain stated: “We must purge the market of the reckless speculation, unrelated to 
any kind of productive commerce that has inflated the price of gasoline - at the expense of 
working men and women across our country. . . 1 intend to assure integrity in oil-futures trading, 
and to protect the public interest.”'' 

As your invitation to testify at your Committee’s July 9-1 1 hearings makes clear, there 
are many members of both the House and Senate who do want to return to the regulatory 
environment in effect before the Enron Loophole was passed and promptly bring all U.S. traded 
energy futures under the CEA"s requirements for a CFTC approved contract market. The 
concept underlying that legislation has been endorsed by the many corporate consumers of crude 
oil and its derivatives that are in serious financial distress because of skyrocketing fuel prices, 
many of whom are now strongly and explicitly urging Congress to completely close the Enron 
Loophole.^ 


Seven Examples of Errors in the PSI Staff Analysis 

I will respond below in detail to the substantive critique of the PSI staff on my June 3, 
2008 testimony. As a preface to that discussion, however, 1 want to highlight quickly seven 
examples of a series of errors within that PSI staff document. 

1 . The PSI staff criticizes me (at 11) for concluding that prior PSI studies about energy 
markets deregulated by the Enron Loophole focused on manipulation of those markets. While 
much could be extracted from those reports to prove my point, perhaps the clearest .support 
comes from the PSI Chairman who states, for example, that the 2006 report pertaining to Rising 
Oil and Gas Prices: A Need to Put the Cop Back on the Beat, “recommended new laws to 
increase market oversight and stop market manipulation.''^' 

2. On page 10, the PSI .states that that I am in error about CFTC approval of the Dubai 
Mercantile Exchange (“DME”) trading the WTI contract: “The CFTC has yet to grant the DME 
permission to use trading terminals in the United States for the trading of its WTI contract . . 

^ Transcript, McCain’s Remarks in Las Vegas, N.Y, TIMES. June 25. 2008, available at 
Intp;- vk \v\c.nvTimcs.conv'20U8 0() 25 us. Do{iiics--2.^tc-xi-mcc3in.htm}'.*Da^evvantcd -2&tta- v (las! visited July 7, 
2008), 

' See Letter from Air Carriers Association of America, Air Line Pilots Association, Airports Council International, 
Air Transport Association, Air Travelers Association, American Association of Airport Executives, American 
Society of Travel Agents, Association of Professional Flight Attendants, Industrial Energy Consumers of America. 
International Association of Machinists, International Brotherhood of Teamsters, National Air Traffic Controllers 
Association, National Business Travel Association, National Farmers Union, Regional Airline Association, to H.R. 
Bart Stupak, Chairman of Subcommittee on Oversight and Investigation, (June 20, 2008). 

^ hup; vv w\k . senate. euv. -lck in. issues indcx4.L'l)'n?MainlsMie=Lncr!jv&SubLs.suc''^G:)soiincifricc(nvc.stiL;aiion , 
(emphasis added) (last visited July 7, 2008). 
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Yet, Dr. James Nevvsome, president of NYMEX (a DME founder and its partner in establishing 
DME"s U.S. terminals) and a DME board member, clearly stated on May 16, 2008: “A cash 
settled contract on the WTI has been approved by the CFTC.” On June 23, 2008, before a House 
Energy subcommittee. Dr. Newsome elaborated: “Although the DME does not yet list a WTI 
financial futures contract, the DME has received a no action letter from CFTC staff for this 
contract . . . The DME is currently finalizing a launch date for that contract.”^ 

3. On page 4, the PSI states that “[t]he CFTC has not made any statements or provided 
any indication of the number of commodities or contracts” ultimately to be covered by the Fann 
Bill amendment. Yet, CFTC reports and testimony repeatedly have limited the implementation 
focus of that statute to the ICE Henry Hub natural gas futures contract: “In the CFTC report that 
accompanied [Acting Chair] Lukken"s testimony, the only ICE contract [cited] as serving a 
significant price discovery function is the one that settles on the closing price of the Henry Hub 
futures contract.”* On December 12, 2007, Acting Chair Lukken further testified: “Testimony 
from the Commission’s hearing and staff analysis on this subject led us to conclude that one 
ECM contract on the Intercontinental Exchange (ICE) is serving a significant price discovery 
role . . It was because of these CFTC statements that I said in my written June 3 testimony 
that the CFTC had asserted that “crude oil, gasoline, and heating oil” will not be affected by the 
legislation since ICE is the major unregulated energy futures exchange trading those contracts. 
The PSI analysis concludes on this point: “[I]nformed observers indicate multiple contracts are 
likely to qualify for CFTC oversight.” No support is cited for that proposition and certainly there 
could be none as authoritative as those of the Acting Chair of the CFTC in reports and testimony 
presented to committees of Congress. If “multiple contracts” are going to be regulated under new 
enactment, they would, under the CFTC"s analysis, have to be outside of the ICE umbrella. The 
only candidates would be the swaps dealers" energy index funds. And, neither the CFTC nor 
the PSI staff has argued that swaps dealers, such as Goldman Sachs, should be regulated under 
the Farm Bill amendment, 

4. On pages 5-6, the PSI asserts: “Prior to the Commodity Futures Modernization Act 
(CFMA), large traders trading financial instruments like collateralized debt obligations, credit 

^ See Written Testimony of Dr. James Newsome, Energy! Speculation: Is Greater Regulation Necessary to Stop 
Price Manipulation? - Part JI: Hearing Before the //. Subcomtn. on Oversight and Investigations, 6 (June 23, 2008) 
available at http://energycomiTierce.house.gov,/cmte_mlgs/l 1 0-oi-hrg.062308.Newsome-testimony.pdf (emphasis 
added) (last visited July 7, 2008). 

* CFTC calls on Congress to legislate oversight of exempt energy derivatives markets, Platts Inside FERC (October 
29, 2007) (emphasis added) [hereinafter Platts Inside FERC]. 

^ See Written Testimony of Acting Chair Walter Lukken, Energy Speculation: Is Greater Regulation Necessaty to 
Stop Price Manipulation?: Hearing Before the H. Subcotnm. on Oversight and Investigations, 4 (Dec. 1 2, 2007) 
available at http://ww'W.cftc.go\7steilent/groups/public.t@new,srooni'document.s/speechandtestimony/opalukken- 
32.pdf (emphasis added) (last visited July 7, 2008). 

See Written Testimony of Michael Masters, Energy Speculation: Is Greater Regulation Necessary to Stop Price 
Manipulation? - Part II: Hearing Before the H. Subcotnm. on Oversight and Investigations, 6 (June 23, 2008) 
available at http;//energycommerce.house.gov7cnite_mtgs/l t0-oi-hrg.062308.Masters-testiniony.pdf (last visited 
July 7, 2008) (emphasis added) [hereinafter June 23, 2008 Testimony of Michael Masters], 
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default swaps, and energy swaps were eligible for the hybrid and swaps exemption from the 
requirement that all futures contracts be traded on a regulated futures exchange. See, e.g., 1 7 
C.F.R, Part 35 (Exemption of Swaps Agreements).” However, as the regulation cited by PSI staff 
and the academic commentary on it makes clear, those exemptions only applied “if all contracts 
were negotiated as to their material terms (unlike futures contracts, where terms are 
standardized) and if all contracts were held to maturity (rather than traded rapidly, as futures 
are.)”" As the leading treatise in this area provides, the 1992 statute cited by the PSI staff which 
authorized the swaps exemptions only permitted exemptions for swaps that are not “standardized 
as to their material economic terms, to the extent that such agreement may be regarded as subject 
to the Act,” i.e., futures contracts.'" As the PSI staff has concluded elsewhere: “A futures 
contract is a standardized contract,” because “standardized contracts can be more easily traded 
than individually negotiated contracts. They can be traded many, many times to many different 
people.”'^ The liquidity needed to trade most credit default swaps, collateralized debt 
obligations, and the energy swaps at issue (e.g., those index funds sold by swaps dealers such as 
Goldman Sachs) mean that they cannot be held until maturity nor can they be standardized as to 
their material terms. It was for that reason that the swaps dealers, inter alia, lobbied for the 
passage of the CFMA, i.e., to free these products, which arc not individually negotiated as to 
each material economic term, from pre-2000 regulated exchange trading requirements, 

5. The PSI staff asserts (at 7-8) that based on their reading of the law: “Futures contracts 
traded from within the [U.S.] on a foreign exchange are, thus, excluded by statute from the 
requirement that futures contracts traded in the [U.S.] be traded on a futures exchange regulated 
by the CFTC.” Yet, a June 1 7, 2008 CFTC staff letter to ICE Futures Europe substantially 
undercuts the PSI assertion that foreign exchanges cannot be required to register as fully 
regulated U.S. contract markets.'^ In that June 17 letter, the CFTC staff applied four new 
conditions to the 1 999 no action letter under which ICE is allowed U.S. trading terminals within 
the U.S. without having to register as a CFTC regulated contract market. The CFTC staff 
concluded that letter by stating that, if ICE satisfies the new conditions, the CFTC staff “will not 
recommend that the [CFTC] institute enforcement action against [ICE] based upon [lCE"s] 
failure to seek contract market designation or registration as a DTEF [—a U.S. regulated 
contract market—] under Sections 5 and 5a of the Act."'^ Of course, if the conditions are not 


^ ' Mark Jickling, Regulation of Energy- Derivatives, CRS REPORT FOR CONGRESS (Updated April 2 1 , 2006). 

'■ PHILLtP MCBRIDE JOHNSON & THOMAS LEE HA2EN, DERIVATIVES REGULATION, § 1 .02[2][C] al 19 
{3d ed. 2004) (citing 7 U.S.C. §6(c)(5)(b)). 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS OF THE COMMITTEE ON HOMELAND 
SECURITY AND GOVERNMENTAL AFFAIRS, EXCESSIVE SPECULATION IN THE NATURAL GAS 
MARKET 28 {June 25, 2007) [hereinafter June 2007 Report], 

For a complete examination of supporting case law, see Written Testimony of Professor Michael Greenberger, 
Energy Speculation: Is Greater Regulation Necessary to Stop Price Manipulation? - Part II: Hearing Before the H. 
Suheomm. on Oversight and Investigations 9-1 1 (2008) Piereinafter June 23, 2008 Testimony], 

Amendment to No-Action Letter Issued to the International Petroleum Exchange of London (now ICE Futures 
Europe), CFTC No-Action Letter. (June 17, 2008) (emphasis added) [hereinafter June 17, 2008 CFTC Staff Letter], 
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complied with the obverse would be true, i.e., the CFTC staff would recommend an enforcement 
aetion for failure to register as a U.S. regulated exchange. In short, in contrast to the above 
quoted assertion by the PSI staff about the limited CFTC authority over foreign exchanges with 
U.S. trading terminals, that agency itself clearly believes that, in the absence of complying with 
the conditions it imposes on those foreign exchanges to permit avoidance of full U.S. contract 
market regulation, that agency has complete statutory power to order those foreign boards of 
trade with U.S. trading terminals to register as a U.S. contract market. 

6. In its analysis, the PSI staff frequently quotes my June 3 oral testimony by sometimes 
using ellipses, misleading bracketed PSI additions or both, which takes my statements out of 
context. For example, on page 6 of its analysis, the PSI staff quotes me as saying in response to a 
question: “„Ovemight [prohibiting the trading of energy commodities in Exempt Commercial 
Markets] will bring down the price of oil, 1 believe, by 25%.” First, the PSI staff did not quote 
my following sentence: “Now, there has to be a grace period . . .,” which I have recommended 
be 6 months. Second, my answer to that question was not limited as the bracketed material 
inserted by the PSI staff suggests to simply re-regulating ECMs; the answer was directed to 
closing all of the loopholes associated with these markets, including those afforded the multi- 
billion dollar energy futures trading of swaps dealers and foreign exchanges trading U.S. energy 
futures on U.S. terminals, such as ICE Futures Europe, which trades @ 30% of the U.S. WTI 
benchmark futures contract. Indeed, when Senator Pryor asked me at that hearing what the 
financial impact would be “if we did all the fixes you are recommending,” which also included 
the beginning of an FTC investigation of these markets - a key subject in the FTC"s Senate 
committee of jurisdiction - I made clear that my 25% estimate of the price drop was ju.st that - 
an estimate.’’ Indeed, in the 2006 PSI staff report recommending putting “the cop back on the 
beat,” the PSI favorably noted: “Several analysts have estimated that speculative purchases of oil 
futures have added as much as $20-$25 per barrel to the current price of crude oil, thereby 
pushing up the price from $50 to approximately S70 per barrel,”'* or well over 25% of the price 
of crude oil at the time. Compared to this PSI estimate, my own on June 3 was quite 
conservative. More recent hearings have borne out the conclusion that my estimate was quite 
conservative compared to oil market experts who predicted, upon proper regulation of these 
markets, the price of a barrel would drop to at least $70,” 


available at http;//www.cftc.gov/stellent/groiips/public/@lrletiergeneral/documents/letter/08-09.pdr{Iast visited 
June 20, 2008). 

See Energy Market Manipulation and Federal Enforcement Regimes: Hearing before the S. Comm, on 
Commerce. Science, and Transportation (2008) at 86, available at 

http ://digita!commons. law. umary!and.edu/cgi/viewconlent.cgi?article=1026&context=cong_test. 

" Mid. at 89. 

Permanent Subcommittee on Investigations of the Committee on Homeland Security and Governmental Affairs, 
THE ROLE OF MARKET SPECULATION IN RISING OIL AND GAS PRICES: A NEED TO PUT THE COP 
BACK ON THE BEAT 2 (June 27, 2006) [hereinafter Permanent Subcomin. June 2006 Report]. 

Energy Speculation: Is Greater Regulation Necessary to Stop Price Manipulation? - Part U: Hearing Before the 
Subcommittee on Oversight and Investigations of the United States House (June 24, 2008) (Mr. Masters staled that if 
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7. Moreover, the PSI staff criticizes (at 6) my oral June 3 statement that “there are no 
speculation limits in these markets that are unregulated.” The staff then cites a June 16, 2008 
CFTC statement saying/or the first time that it would impose conditions on ICE Futures Europe 
“to implement speculation limits.” While 1 testified on June 23 about the inadequacy of that new 
June 1 6 CFTC condition,"® the point here is that on June 3, 2008 I did not have the CFTC 
announcement of thirteen days later in front of me. Similarly, I am criticized by the PSI staff (at 
1 0) for not taking into account in my June 3, 2008 testimony legislation introduced nine days 
later on June 12, 2008.“' 

Why Congress Should Now Require That All U.S. Energy Futures Contacts Be Traded on 
U.S. Registered Contract Markets 

As mentioned earlier, my view that the Farm Bill amendment must be revised, especially 
as view'ed from the present and immediate crisis crippling our economy, is premised on the need 
to return energy futures regulation to where it was before the Enron Loophole was enacted on 
December 20, 2000. The PSI staff is therefore correct when it asserts at page 5 that I want to 
“return to the legal framework for commodity trading prior to the [“Enron Loophole”], by 
requiring “energy and metal commodities to be haded the same way as agricultural commodities; 
. . .” As the leading treatise on futures regulation makes clear, prior to the passage of that 2000 
statute, “all futures activity would be confined by law (and eventually subject to criminal activity 
to [CFTC regulated] exchanges alone. And, in this regard, I now support the legislation that 
would return to this fundamental principle for energy futures contracts.’’ 

Before I answer the PSI staffs criticism of returning to regulatory format in exi.stence 
immediately prior to the Enron Loophole, I want to answer its contention that the Farm Bill 
amendment in today's urgent circumstances adequately provides for reregulation of all critically 
important energy futures contracts. In this regard, the PSI staff states (at 2) that the Fann Bill 
amendment “regulates all types of energy and metal commodities on Exempt Commercial 
Markets without exception, including crude oil, gasoline, and heating oil, if the relevant contracts 
perform a significant price discovery function." Moreover, it states (at 3) that “the law explicitly 
gives the CFTC the ‘discretion’ to determine which contract perform significant price discovery 
functions and are subject to CFTC oversight.” 


Congress enact legislations adopting [necessary] regulatory changes, the price of retail gasoline will go down to S65 
or S70 within 30 days); (Mr. Krapels .stated that the price would go do\Mi more quickly than Masters" estimate to 
S65 or S70); (Mr. Diwan stated that the price would be slightly higher than Masters" estimates); (Mr. Gheit stated 
that the price would be around between S45 and S60). 

See June 23, 2008 Testintony, supra note 14 at 19-25. 

iO CONG REC. S.5592 (daily ed. June 12, 2008) (S.3129 introduced). While the staff only states that S. 3129 
was introduced “[i]n June” without giving a date, that bill was in fact introduced on June 12, 2008, or nine days after 
1 testified, 

PHILIP MCBRIDE JOHNSON & THOMAS LEE HAZEN. DERIVATIVES REGULATION 27 (Cumin. Supp. 
2008). 

See H.R. 6341, 1 lOth Cong. (2008); H.R. 6330, 1 10th Cong. (2008); S. 3205, 1 10th Cong. (2008); S. 3134, 1 10th 
Cong. (2008). 
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While these statements are true, my concern about the scope of the Farm Bill amendment, 
especially when viewed in light of the present crippling surge in gas and heating oil prices, is 
that, rather than putting all energy contracts under CFTC supervision, as was the case before the 
Enron Loophole passed, now the CFTC has the “discretion” to decide on a contract-by-contract 
basis to which of the manifold unregulated contracts perform “a significant price discovery 
function.” In that regard, the PSl staff itself has stated that “the primary purposes of futures 
contracts are to allow market participants to protect themselves against future price changes and 
provide a market based mechanism for price discovery Therefore, all futures contracts serve a 
price discovery function, but only those which can meet the Farm Bill’s heightened definition of 
‘"significant" will now be regulated. 

Again, as I have stated above (and despite the PSl staffs argument to the contrary), the 
CFTC has repeatedly said that only ICE"s Henry Hub natural gas futures contract will satisfy its 
application of the “significant price discovery function” statutory standards.*^ 

Moreover, the PSl staff implies (at 3) that “significant price discovery function” 
decisions w'ill be carried out with a sense of urgency under the Farm Bill amendment, by 
emphasizing that those decisions must be made “within 1 80 days of promulgating regulations 
setting forth the criteria to be considered” for determining “significant price discovery” 
contracts. What the staff does not say, however, is that under the Farm Bill amendment the 
CFTC initially has 270 days (or 9 months) to “set forth” by rulemaking “the criteria to be 
considered” to apply the “significant price discovery function” test,^® and, only then will the 180 
days given for implementation begin to run, thereby allowing 450 days to pass before the CFTC 
is required to implement that statute. 

Decisions Made Under the Farm Bill Amendment Will Be Subject to Administrative 
Procedures and Judicial Review 

Challenging my assertion to the contrary, the PSl staff contends (at 3) that there will be 
no other delay (other than the prospect of the above mentioned statutorily established 
implementation period of up to 1 5 months) imposed on the CFTC in making its “significant price 
discovery function” determinations, because none of it actions are subject to the requirements of 
the Administrative Procedures Act (“APA”); nor can the CFTC be challenged judicially in its 
decision-making in this regard. 

There is not a word in the statute that expressly exempts the CFTC from complying with 
the APA or exempts it from judicial review. The PSl staff argues (at 3) that because the statute 
gives the CFTC “discretion” to decide which energy futures contracts will be reregulated, 

“formal administrative hearings are not required and judicial challenges are not permitted.” 


June 2007 Report svpra note 13, at 28. 

See supra pages 2, 5, 9. 

Food Conservation and Energy Act of 2008, Pub. L. No. 1 10-246, § 13204; 122 Slat. 1651 (2008). 
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However, the Farm Bill amendment expressly requires that the standards governing the 
"significant price discovery function" be implemented by a rulemaking/^ Therefore section 553 
(c) of the APA"s informal notice and comment rulemaking requirements must be followed.^* 

The CFTC does not have discretion to avoid that, because the informal rulemaking provision 
“requires”^^ all rules (except those exempted for reasons not at issue here) to follow the express 
procedures of section 553 (c).’“ 

Once section 553 (c) applies, the CFTC must afford notice, a meaningful opportunity to 
comment, and a meaningful response to the comments filcd.^' Moreover, once section 553 (c) is 
triggered, the decision is subject to the judicial review standards of the APA.^^ Under that 
review, the agency must have complied with specific statutory criteria in its governing statute, 
which in this case has detailed standards^^ to control the imposition of the significant price 
discovery function, and the development and application of those criteria cannot be arbitrary and 
capricious.’^ Finally, under section 501 of the APA defining a rule, that implementation of a rule 
itself requires rulemaking.’^ Therefore, once the general mlemaking is completed, 
implementation of the rule to energy futures contracts must itself be governed by section 553 (c). 

Moreover, even if section 553 (c) did not apply, it is clear that, even if the agency has 
discretion, if the court has "law to apply" to ensure that that discretion is exercised consistent 
with Congressional requirements, that discretion is reviewable by a court.’^ The “laws to apply” 
here are the exacting specific criteria within section 1 3201 (b) of the Farm Bill, which must be 
applied by the CFTC in developing and exercising its significant price discovery function 
determinations. These are the very kind of "intelligible principles” against which courts 
traditionally judge whether the agency’s exercise of discretion satisfies the statute.” 


” 27Food Conservation and Energy Act of 2008, Pub. L. No. 1 10-245, §§ 13201 (b), 13204 (b); 122 Star 1651 
(2008). 

•* .5 U.S.C. § 553 (2008). 

ALFRED C. AMAN, JR. & WILLIAM T. MAYTON, ADMINISTRATIVE LAW 39 (2ND ED. 2001). 

5 U.S.C. § 553 (2008). 

5 U.S.C. § 553 (b)-(e) (2008). 

5 U.S.C. §§ 702, 704, 706 (2008). 

Food Conservation and Energy Act of 2008, Pub. L. No. 1 10-246, § I320I (b)(7)(B)(i)-(v); 122 Stat. 1651 (2008) 
(slating that these standards include: “price linkage,” arbitrage.” “material price reference,” and “material 
liquidity”). 

5 U.S.C. § 706 (2) (A)-(D) (2008). 

5 U.S.C. § 551 (4)-(5) (2008). 

See Webster v. Doe, 486 U.S. 592, 599-600 (1988) (quoting Heckler v, Chaney, 470 U.S. 821, 830 (1985) 
(holding that "review is not to be had if the statute is drawn so that a court would have no meaningful standard 
against which to judge the agency's exercise of discretion.")). 

Drake v, FAA. 291 F.3d 59, 72 (D.C. Cir. 2002); see, e.g., J.W, Hampton, Jr.. & Co. v. U.S., 276 U.S. 394. 409 
(1928), 
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Again, if the agency action is governed by specific statutory criteria, as is true of section 
1 3201 (b), then the exercise of agency discretion is wholly reviewable in the courts and cannot 
be arbitrary and capricious. ’* 

Moreover, in this case, the CFTC, acting pursuant to the Farm Bill amendment, may 
either move previously unregulated exchanges and contracts to regulated markets; or it may 
reject the arguments of industrial consumers of energy, such as the airlines, to reregulate futures 
contracts upon which that industry’s economic survival may very well depend. These are self 
evidently constitutionally protected property interests and, even if not directly required by the 
APA, the courts have made it clear that there is a Constitutional due process right to notice and 
comment here independent of the APA.”'* 

Moreover, it is equally unavailing-for the PSI staff to rely on the following statement 
made by a Senate draftsman during the Senate debate: “fTjhis determination is not intended to be 
subject to formal challenge through administrative proceedings.” (Emphasis added.) That 
proposition only restates the obvious, i.e., that significant price discovery function decision 
making is not subject to formal “on the record” rulemaking or adjudication requirements of 
the APA, which require a full trial type proceeding.'’® Therefore, that comment by the Senator 
does not mean that the CFTC decision would escape the notice and comment requirements of the 
APA for informal agency action under section 553 (c) or judicial review thereof Courts do not 
lightly infer that Congress has terminated judicial review.'" "[Cjlearand convincing" evidence 
must be presented that Congress forbade judicial review.'*^ That evidence is not found within the 
Farm Bill amendment; nor within the single sentenee cited by the PSI staff in the legislative 
history - a sentence that does not say anything about judicial review, but only refers to the kind 
of administrative procedure to be employed. 

Finally, it cannot possibly be that each of the many parties (ineluding the many financial 
institutions trading on unregulated exchanges or industrial consumers, such as airlines, seeking 
reregulation of energy futures contracts as a matter of economic survival) adversely affected by a 
CFTC decision at issue here would idly accept that result without vigorously seeking the full 
protection of the APA"s notice and comment procedures or without judicial review of CFTC"s 
action. With so much at stake pertaining to the national economy in this decision-making 
context, it is also hard to imagine a court allowing such a decision to be made without proper 


5 U.S.C. § 706 (2)(a) (2008); Cent. Tex. Tel. Coop. v. FCC, 402 F.3d 205, 21 1 (D.C. Cir, 2005); Robert M. Levin, 
The Case for (Finally) Fixing ihe APA ‘s Definition of "Rule, ” 56 ADMIN. L. REV. 1077. 1092-93 (2005). 
iSee Matthews v. Eidridge, 424 U.S. 3 19, 332-33 (1976); Goldberg v. Kelly, 397 U.S. 254, 267-68 (1970). 

5 U.S.C. §§ 553 (c), 554, 556 (2008). See also Richard J. Pierce, Jr., Administrative Law Treatise 415 (4th Ed. 
2002) (describing formal rulemaking procedures in which the agency must conduct a full evidentiary hearing). 

Socop-Gonzaiez v. INS, 208 F.3d 838, 843 (9th Cir. 2000); Hcigeson v, Bureau of Indian Affairs, 153 F.3d 1000, 
1003 (9tii Cir. 1998) (quoting Traynor v. Tumage, 485 U.S. 535, 542 (1988) (holding that there is a “strong 
presumption that Congress intends judicial review of administrative action.”)). 

Board of Governors of the Fed. Reserve Sys. v. MCorp Fin., 502 U.S. 32, 44 (1991); e.g., Socop-Gonzalez, 208 
F.3dat 843;Helgeson, 153 F.3d at 1003. 
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procedural protections or judicial review ensuring that that important decision was not “arbitrary 
and capricious.” 

Again, if Congress were to now require that all U.S. energy futures contracts be 
regulated, as was the case prior to the Enron Loophole, there would be virtually nothing to 
challenge judicially. Any challenge would have to be lodged directly against the statute itself, 
because there would be no agency action to be reviewed under the APA"s arbitrary and 
capricious standard. Moreover, such a statute would self evidently fall within Congress" 
Commerce Clause powers, thereby making it quite difficult for traders and exchanges to 
challenge its legality in light of the exceedingly rational basis for imposing transparency on these 
critically important markets.^^ The “rational basis” standard is well understood to be very 
difficult for a plaintiff challenging a federal statute to meet.'*'’ Needless to say, U.S. energy 
consumers would have no cause to challenge judicially a statute requiring all energy futures 
contracts to be within the regulatory ambit of the CFTC. 

Requiring Swaps Dealers to Trade on a Regulated Exchange Will Heighten Much Needed 
Transparency in the Energy Futures Markets 

The PSI analysis critiques (at 5) my proposal to “return to the legal framework prior to 
the enactment of the “Enron Loophole,” because that “approach would prohibit energy traders 
from trading financially settled swaps instruments on electronic exchanges that are not futures 
exchanges, . . If the PSI staff means that standardized energy swaps trades will have to be 
conducted on contract markets approved by the CFTC, their analysis of my desired result is 
correct. As has been mentioned above, there has been substantial criticism of the adverse effect 
swaps dealers have had in raising substantially both energy and food prices through their 
encouragement of speculative trading on energy and agricultural commodity markets."*^ 

I would also add that the CFMA"s easing of eontract markets registration requirements 
would also make it practical for swaps dealers to register their electronic facilities as regulated 
U.S. contract markets.'"’ They therefore would not be required to leave the energy swaps market 
exclusively to the existing regulated U.S. exchanges. 

The PSI staff analysis is incorrect (at 5), however, when it states that requiring all trading 
of standardized swaps contracts be regulated would “permit” swaps dealers to trade in an 
“unregulated” environment, such as “through voice brokers . . , using telephones and fax 

' Even in the Supreme Court's most cabined view of Congress’ Commerce Clause powers, it made clear that 
Congress can regulate "those activities that substantially affect interstate commerce." Lopei v. Untied Stales, 514 
U.S. 549, 559 (1995). It is well understood that the Nation's futures markets have such an effect and therefore 
Congress would be acting within its Constitutional "wheeihouse” with regard to reregulation of these markets. 

See Gordon G. Young, Judicial Review of Informal Agency Action on the Fiftieth Anniversaty of the A PA: The 
Alleged Demise and Actual Status of Overton 's Park Requirement of Judicial Review "On the Record, "10 ADMTN. 
L.J. AM. Li. 1 79, 203 { 1 996) (describing the rational basis standard of review as “toothless”). 

See generally June 23. 2008 Testimony of Michael Masters, supra note 1 0. 

* PHILIP MCBRIDE JOHNSON & THOMAS LEE HAZEN, DERIVATIVES REGULATION 315 (2004). 
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machines.” If futures trading is conducted by telephone or fax machines, it does not escape the 
CEA"s registration requirements. The sweep of the definition of futures contract"*’ does not stop 
at the door of a telephone conversation or a fax. If the agreements being reached by phone or by 
fax are the execution standardized contracts deriving their value from the price of an energy 
commodity, they, too, constitute futures trading which must be conducted on a regulated contract 
market. 


The fact of the matter is that telephones and fax machines are simply too time consuming 
to create the needed real time liquidity in these markets that can be accommodated only by the 
speed of electronic trading. Therefore, even if voice brokers or telephone or fax trading were not 
covered by the Act, economic reality would prevent those devices from being a conventional and 
effective way of doing a futures business with the requisite liquidity needed by today’s traders. 

Finally, I have addressed above the PSI staff contention (at 5-6) that prior to the passage 
of the Enron Loophole, energy swaps were authorized by the CEA. As 1 mentioned above, the 
very statutory provision under which the 1993 energy swaps regulation was promulgated by its 
express terms did not allow such swaps to be standardized in any of its material terms.”* The 
1993 energy swaps exemption carefully followed the restrictions within that 1992 statute.”^ It 
was the very limited scope of that 1993 energy swaps exemption that led Enron to push for 
passage of the Enron Loophole, which authorized standardized energy futures contracts to be 
traded on an electronic trading facility. 

Foreign Exchanges Accommodating Trades on U.S. Terminals Are Subject to the 
Commodity Exchange Act 

The PSI staff argues (at 7-8) that, because of the 4 (a) (registration requirements do not 
apply to any exchange “located outside the United States”) and 4 (b) of the Act (CFTC cannot 
apply CFTC rules that “govern in any way” foreign exchanges), ICE Futures Europe’s trading of 
the WTl contract on U.S. trading terminals is correctly viewed as being outside the reach of the 
Act’s jurisdictional scope. 

However, even if the PSI staff were right about their reading of those section 4 provisions 
(and I show below they are not), why could Congress not have amended section 4 when it passed 
the Farm Bill in order to clearly extend the scope of that statute to trading on U.S. terminals of 
futures contracts premised on the price of U.S. delivered commodities by foreign exchanges? 

Moreover, even if the PSI were right about section 4"s protection of foreign exchanges, 
the trading on ICE can not in any rational sense be deemed “foreign.” In this regard, the PSI staff 


Futures trading is well understood to encompass any “contract for sale of a commodity for future delivery',” and 
“the CFTC has made clear its intent to construe very broadly the meaning of’ that phrase. PFIILIP MCBRIDE 
JOHNSON & THOMAS LEE HAZEN, DERIVATIVES REGULATION 23-24 (2004). 

See supra at page 5. 

” See supra at page 5. 
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refuses to give any weight to its own analysis (at 9) that ICE Futures Europe is one of ICE"s 
“wholly owned subsidiaries" or that “ICE is a Delaware corporation located in Atlanta, Georgia. 
ICE pays U.S. taxes, uses U.S. employees and operates an exempt commercial market” in the 
U.S. Beyond the PSl staffs acknowledgement of lCE"s substantial ties to the U.S., ICE Futures 
Europe has trading terminals in the U.S.; its trading engines are in Chicago, Illinois; and it trades 
@ 30% of the U.S. WTl crude oil futures market. Whatever protection section 4 has for 
exchanges “located outside the United States,” ICE is self evidently very much located here. 

And, as 1 have made clear on June 3, the underlying premise of the no action letter on 
which ICE and all other foreign exchanges rely is that, but for the no action letter, they are fully 
subject to U.S. CFTC regulation when they bring their trading terminals into the U.S. That was 
true when the no action letters were first issued in 1999;™ when the CFTC issued its 2006 Policy 
Statement upon which the PSl staff mistakenly relies;^' and it is true today as evidenced by the 
CFTC staffs June 1 7, 2008 letter to ICE Futures Europe expressly stating that the failure to 
comply with the four new conditions the CFTC imposed at that time on that “foreign" exchange 
would lead to a recommendation to “institute enforcement action against [ICE] based on [ICE"s] 
failure to seek contract market designation or registration as a DTEF under Sections 5 and 5a of 
the Act.”^‘ 

The CFTC"s stance in its June 17 letter to ICE Futures Europe is in keeping with a host 
of federal cases and CFTC enforcement actions making it clear that the prohibitions upon which 
the PSl staff rests within section 4 pertaining to foreign exchanges only applies when foreigners 
trade foreign futures contracts 'm foreign countries on foreign exchanges that do not significantly 
impact U.S. markets.^’ I incorporate by reference my extensive analysis of these cases and orders 
in my June 23, 2008 testimony to the House Energy Subcommittee.*'* 


As their plain language made clear when they were first issued in 1999. the foreign exchange no action letters 
originated from a rulemaking proceeding, that by it very terms, provided that permission to put tentiinals in the U.S. 
derived from Section 4 (e)"s exemption from U.S. contract market registration requirements and not from any 
.statutory prohibition from regulating foreign exchanges “outside the United States,” See LIFFE Administration & 
Management, CFTC No-Aclion Letter, 1999 CFTC Ltr. LEXIS 38. 4-5 (July 23, 1999); Access to Automated 
Boards of Trade (proposed rules), 64 Fed. Reg. 14,159, 14.174 (Mar. 24, 1999). As the proposed rules explained: 
Section 4(c) of the Act provides the Commission with authority "by tule. regulation, or order" to exempt "any 
agreement, contract or transaction" from the requirements of Section 4(a) of the act if the Commission determines 
that the exemption would be consistent with the public interest, that the contracts would be entered into solely by 
appropriate persons and that the exemption would not have a material adverse effect on the ability of the 
Commission or any contract market to discharge its regulatory or self-regulatory duties under the Act. Id. (internal 
citations omitted). 

"In the absence of no-action relief, a board of trade, exchange or market that permits direct access by U.S. persons 
might be subject to Commission action for violation of, among other provisions section 4 (a) of the CEA, if it were 
not found to qualify for the exclusion from the CDM designation or DTEF registration requirement. Boards of Trade 
Located Outside of the United States and No-,Action Relief from the Requirement to Become a Designated Contract 
Market or Derivatives Transaction Execution Facility, 71 Fed. Reg. 64.443, 445 n,23 (Nov. 2, 2006). 

See June 1 7. 2008 CFTC StafTLetter, supra note 15. 

■ See the extensive discussion of relevant cases at pages 9- 1 2 of my June 23, 2008 Testimony, supra note 14 
^*Jd. 
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The Substantial Role of ICE and the CFTC in Establishing the Framework of the “Close 

the Enron Loophole” 

Finally, the PS! staff challenges (at 1-2) my assertion that the existing “Close the Enron 
Loophole” amendment found its genesis in the work of ICE, the principal party to be regulated, 
and the CFTC. In this regard, one only has to compare the CFTC"s legislative proposal as 
forwarded and endorsed by the PWG in a November 1 3, 2007 letter to Senator Crapo,^^ with the 
final version of the Farm Bill amendment.'^ These documents with a few (and in certain 
circumstances, as 1 show below, may be unhelpful) adjustments in the enacted version have a 
substantially identical regulatory format. Most importantly, the essential statutory structure of 
requiring that the CFTC to prove that a contract should be reregulated based on “a significant 
price discovery function” standard is derived from the CFTC proposal. Again, this is in 
contravention of the principle of returning to the regulatory format in existence prior to the 
Enron Loophole, i.e., when all energy futures contracts were regulated. In fact, the adoption of 
the CFTC"s burden shifting device (i.e. it must be proved that an individual energy contract 
should be regulated) was done when it was by that time made a matter of record before Congress 
by the CFTC that of all of ICE"s “thousands” of contracts, only lCE"s Henry Hub natural gas 
contract would be eligible for reregulation. 

Moreover, two of the principal changes added to the CFTC version of the Farm Bill made 
immediate and effective implementation of reregulation of energy futures contracts harder. First 
was the change that the CFTC need not fully implement the statute until 15 months after 
enactment or by September 2009,’^ The CFTC"s own proposal, by not including an effective 
date provision, suggested a willingness to immediately implement the “significant price 
discovery function” process upon enactment. Second, under the CFTC proposal it was required 
by the legislative language to reregulate a contract if it satisfied the “significant price discovery 
function” test. The final enactment left re-regulation “in [the CFTC"s] discretion.”®* 

ice’s substantial influence in shaping the “Close the Enron Loophole” amendment is 
also a matter of public record. For example, the CFTC"s legislative proposal that formed the 
framework for the Faim Bill Amendment was presented to Congress on October 24, 2007.®’ 

That very day, in an Atlanta, Georgia issued press release, ICE"s Atlanta based Chairman and 
CEO Jeffrey Sprecher asserted: “The spirit of [the CFTC and the PWG ’s] recommendations is 
largely consistent with the views we have expressed in several testimonies this year. ... We will 


See Letter from the Board of Governors of the Federal Reseiv'e System to Senator Michael D. Crapo, (Nov. 1 3, 
2007). 

Food Consert'ation and Energy Act of 2008, Pub, L. No. 1 10-246, § 13201; 122 Stal. 1651 (2008). 

See supra page 3. 

See supra pages 1-3, 9. 

CFTC proposal may apply to one ICE swap, Platts Gas Market Report (November 2, 2007). 
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continue to engage in dialog with regulators, the industry and Congress, and look forward to 
effectively resolving this long-standing matter.” 

Contemporaneous with a late October hearing before the House Agriculture Committee 
on the CFTC"s proposed legislation, ICE was reported to have “said it supports the proposal put 
forth by the CFTC. “The proposal is largely consistent with the testimony that we have given this 
year,” said ICE spokeswoman Kelly Loeffler.” It’s our view that we Ve arrived at 
recommendations that are workable given the complexities of the OTC market. . . . [Jeffrey] 
Sprecher said [in his testimony] that applying a standard regulatory regime more broadly to all 
swaps contracts traded on ICE, cither through application of principles ill-suited for illiquid 
trading markets, or by elimination exemptions altogether, would be a serious mistake.”^' 

On December 12, 2007, the day before the “Close the Enron Loophole” amendment was 
added as a rider in the Senate to the Farm Bill, lCE"s Atlanta-based Vice President and Chief 
Operating Officer Charles A. Vice testified: 

Over the past several months, ICE has been working with members of Congress to create 
an enhance but appropriate level of oversight over [over-the-counter] energy markets 
that . . . serve a price discoveiy function themselves ... By appropriate, ICE means that 
any regulatory changes that are made need to reflect the varying nature of ICE"s many 
OTCE markets and the key difference between contracts on ICE that serve a significant 
price discovery function and those that do not. . . . 

ICE is complete agreement [with the CFTC proposal] and has been working with 
Congress and . . .the President 's Working Group, for some months now on additional 
regulation for ECM’s . . .for contracts that are determined significant price discovery 
contracts. And those are determinations that the CFTC for the most part has drafted and 
feel comfortable with, . . 

Moreover, ICE had recommended that the CFTC apply any new legislation only to its 
Henry Hub contract in a public forum as early as September 18, 2007 during the CFTC’s one day 
public meeting to discuss the status of the Enron Loophole. At that time, ICE’s Chairman and 
CEO Jeffrey Sprecher, acknowledged that “a heightened level of DCM regulation, . . may be 
appropriate/or . . . our Henry Hub natural gas swap," which was one of “a thousand products 


“ Intercontinental Exchange Voices Support for CFTC. PWG Recommendations on Regulation of OTC Markets, 
ICE (Oct. 24, 2007), available at http://fiies.shareholder.com.Mownloads.TCE/0x0xl39263/0al Idc59-87d3-4c36- 
8e61-9c3c41e95836/ICE_News_2007_ 10_24_GeneraLReleases.pdf. (emphasis added.) 

Platts Inside FERC, supra note 8 (emphasis added). 

Energy^ Speculation: Is Greater Regulation Necessary to Stop Price Manipulation?: Hearing Before the 
Subcommittee on Oversight and Investigations, 1 10th Cong. 17, 22 (Dec. 12, 2007) (statement of Charles A. Vice) 
(emphasis added). 
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that trade on our platform . Needless to say, taking its lead from this limited ICE 
acknowledgement, Mr. Lukken soon thereafter made clear to Congress that only ICE"s Henry 
Hub contract would fall under the Farm Bill amendment’s auspices. 

In sum, notwithstanding the largely undocumented protestations of the PSI staff, there 
can be little doubt of ICE’s quite substantial input into the CFTC crafting of that agency’s 
proposal that ultimately became substantial framework for the “Close the Enron Loophole” 
Amendment. 


Conclusion 

Finally, I want to emphasize that, for purposes of testifying on the issues addressed in this 
letter, I am acting solely in my own capacity as a professor of law as my disclosure forms have 
made clear. I am engaging in this debate because I sincerely believe that at least some of the 
incredibly high prices being paid for crude oil are crippling our economy and are completely 
unnecessary in that they are not being driven by market fundamentals. 

In sum, I want to thank you for the opportunity you have given me to respond in writing 
to the PSI staff analysis. I will also forward this letter to PSI staff members. 


Sincerely yours, 

Michael Greenberger, J.D. 

Law School Professor University of Maryland School of Law 


Corrected for typographical errors - July 1 1, 2008 


Commadily Futures Trading Commission, Public Hearing On Exempt Commercial Markets 1 13 (Sep. 18, 20071 
(unpublished manuscript, on file with Anderson Court Reporting). 

^ See supra pages 2, 5, 9. 
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U.S. Commodity Futures Trading Commission 

Three Lafayette Centre, 1155 21st Street, NW. Washington, DC 20501 


Waiter I,. Lukkcn 
Acting Chairman 


(202) 418-5014 
(202) 418-5550 Facsimile 
wlukken@cftc-gov 


June 11,2008 


The Honorable Jeff Bingaman 
Chairman 

Committee on Energy and Natural Resources 
United States Senate 
Washington, DC 20510 

Dear Senator Bingaman: 

Thank you for your May 27, 2008 letter requesting information from the Commodity Futures 
Trading Commission (CFTC or Commission) concerning crude oil trading and related regulatory 
issues. I appreciated meeting with you on Monday to discuss these important matters in person 
and certainly share your concerns that these markets must function properly and transparently for 
all Americans without manipulation and fraud. 

As you mentioned in your May 27 letter, recent substantial increases in the price of crude oil and 
other commodities have put considerable strain on American families, farmers, and businesses. 
These issues are a matter of intense focus at the Commission, due to the key role that futures 
markets play in the price discovery process. Please be assured that the CFTC is committed to 
ensuring that our nation’s futures markets operate fairly and efficiently, and that commodity 
prices are determined by the fundamental forces of supply and demand, rather than by abusive or 
manipulative practices. 

Just last week, the CFTC announced its national crude oil investigation and several other 
important energy initiatives, including a new agreement with the U.K.. Financial Services 
Authority to expand the data received from institutions trading crude oil products across borders. 
The CFTC also announced that it will use its authorities to demand more detailed data from 
energy market participants on the amount of index money coming into the markets and to 
examine whether these funds are properly classified for regulatory and reporting purposes. 

These initiatives are critical, and we are working hard to implement all of them expeditiously. 
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Yesterday, the CFTC also announced the formation of a CFTC-led interagency task force to 
evaluate developments in commodity markets. The task force - which includes staff 
representatives from the CFTC, Federal Reserve, Department of the Treasury, Securities and 
Exchange Commission, Department of Energy, and Department of Agriculture - will examine 
investor practices, fundamental supply and demand factors, and the role of speculators and index 
traders in the commodity markets. It is intended to bring together the best and brightest minds in 
government to aid public and regulatory understanding of the forces that are affecting the 
functioning of these markets, and it will strive to complete its work quickly and make public its 
results. 

The Commission shares your concerns about the need for the utmost transparency and integrity 
in the energy futures markets, and we are devoting all available agency resources to fulfilling our 
mandate to protect and ensure the integrity of the commodity futures and options markets. Our 
dedicated staff works tirelessly each day to pursue this important mission, and we have a history 
of taking strong enforcement actions to punish market manipulation and fraud. 

Congress and the Commission share the same goal of protecting American consumers and 
ensuring the integrity of our futures markets. The Commission will continue to work with 
Congress as we strive to improve our regulation and oversight, To that end, please find attached 
a set of detailed responses to the questions you posed in your May 27 letter. Please do not 
hesitate to contact us if we can be of further assistance, and thank you for your leadership and 
ongoing attention to these important issues. 


Sincerely, 



Walt Lukkcn 
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Off Shore Oil Trading 

I understand that the CFTC receives on a weekly basis position data from the British 
Financial Services Authority (FSA) related to the West Texas Intermediate (WTI) crude 
contract traded on the ICE Futures Europe market -except during the last week of trading 
for an expiring contract, when such data is received daily. 

la. Are the data received from the British FSA relative to the ICE Futures Europe WTI 
contract incorporated into the CFTC’s weekly Commitment of Traders reports for crude 
oil? If not, why not? Do any legal barriers exist to doing so? 

The Commitments of Traders (COT) Reports are published to provide traders in the markets and 
the public with a degree of transparency regarding trading on the regulated futures exchanges. 
The CFTC does not publish COT Reports for market surveillance or for any regulatory or 
supervisory purposes. COT Reports date to 1962 when the Commodity Exchange Authority, the 
CFTC’s predecessor, took what it called “another step forward in the policy of providing the 
public with current and basic data on futures market operations.” Moreover, the Report’s trader 
groupings - commercial and non-commercial - are only utilized for purposes of the COT 
Reports. The Commission’s market surveillance staff evaluates the positions of all large traders 
to ascertain whether they constitute a threat to orderly trading, irrespective of how the trader may 
be classified for the purpose of publishing the COT Report. 

The ICE Futures Europe position data that the Commission receives from the U.K.’s Financial 
Services Authority (FSA) is not incorporated into the Commission’s COT Reports. There are a 
number of reasons why the Commission does not incorporate ICE Futures Europe position data 
into its COT Report for the New York Mercantile Exchange (NYMEX) West Texas Intermediate 
(WTI) contract. First, COT Reports provide a breakdown of commercial/hedging versus non- 
commercial/speculative activity in contracts traded on a Commission-designated contract market, 
and does not extend to positions maintained on foreign boards of trade such as ICE Futures 
Europe. Second, although the CFTC receives certain position data regarding the ICE Futures 
Europe WTI contract in connection with its surveillance of the related NYMEX WTI contract, 
the British regulatory authority does not categorize position and position holders in a manner that 
can be incorporated into a COT Report. Finally, the inclusion of ICE Futures Europe position 
data into COT Reports would be inconsistent with the terms of the Memorandum of 
Understanding (MOU) between the CFTC and the United Kingdom’s Financial Services 
Authority (FSA) by which the CFTC receives this data. Article Five of the CFTC-FSA MOU 
states that information provided to the Commission under the MOU must be used “solely for the 
purpose of enabling or assisting it to exercise its regulatory oversight and supervisory functions.” 
As mentioned, since COT reports are not published for regulatory purposes, the publication of 
this information would violate the current conditions upon which the CFTC receives this data 
from the FSA. 

lb. The CFTC testified before the Committee last month that “there is no evidence that 
positions changes by speculators precede prices changes for crude oil futures contracts.” 
Did the data underlying this analysis include position information from ICE Futures 
Europe WTI contract? If not, why not? If so, what is the breakdown of “commercial” vs. 
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“non-commercial” positions held in ICE Futures Europe WTI contracts from the period in 
which the contract was launched in 2006 , to the present? 

The Office of the Chief Economist (OCR) analysis of position changes and price changes 
involved only WTI contracts traded on the NYMEX. Position data from the NYMEX is reported 
in the CFTC’s Large Trader Reporting system (LTRS), which classifies trader positions by non- 
commercial and commercial categories and by sub-category within these broad groups. Data 
provided by ICE Futures Europe (which is analyzed by surveillance staff in the Division of 
Market Oversight) identifies market partieipants, but is not readily compatible with the 
categories and sub-categories that are reported in the LTRS. The ICE Futures Europe data is 
compatible with CFTC market surveillanee aetivities, where market participant trading during 
the day can be monitored on both NYMEX and ICE Futures Europe. CFTC testimony on the 
relation between position changes and price ehanges, although based on NYMEX data alone, is 
premised on the fact that CFTC surveillance efforts have not uncovered evidence of traders using 
ICE Futures Europe to avoid reporting trades on NYMEX. 

To improve our statistical test procedures, OCE is working to improve on existing data sets. A 
major effort is being made to enable us to conduct the tests described above using within-day 
trading activity and price changes. Similarly, when sufficient daily data for ICE Futures Europe 
positions do become available, OCE will move quickly to extend its analyses to include those 
data. 

l c. Please quantify the volume of intraday trading in the ICE Futures Europe WTI 
contract since its launch in 2006 , with respect to commercial versus non-commercial 
market participants. 

The Commission receives position data regarding the ICE Futures Europe WTI contract pursuant 
to its MOU with FSA. Assuming that “intraday trading data” means records reflecting 
individual transactions throughout the trading day, the CFTC does not receive any intraday 
trading data from ICE Futures Europe that is broken down by commercial versus non- 
commercial traders. The Commission does not routinely receive this type of trading data for 
U.S. designated contract market (DCM) contracts either. 

l d. As detailed more fully below, I am concerned that CFTC analysis performed relative 
to the role of “commercial” participants in commodity markets includes the activities of 
swap dealers - large institutional investors that appear to be classified along side physical 
hedgers in these markets, such as oil companies and airlines. Please quantify the share of 
swap dealer positions held in the ICE Futures Europe WTI contract, relative to the total 
share of open interest in the contract, the share of open interest for other “commercial” 
and “non-commercial” positions. 

The U.K. FSA does :aot require exchanges to categorize its participants by commercial and non- 
commercial categories, and currently ICE Futures Europe WTI contract position data provided to 
the Commission pursuant to the CFTC-FSA MOU does not categorize positions in such 
categories. However, the CFTC recently reached an agreement with FSA to greatly enhance the 
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data the Commission receives with regard to crude oil contracts traded on U,K. regulated 
exchanges. 

Since 2006, the FSA has provided the CFTC weekly trader information, and daily information in 
the final trading week, to facilitate rigorous oversight of trading in related contracts on U.S. and 
U.K. derivatives exchanges - specifically, the linked WTl Crude Oil contracts traded on both 
NYMEX and ICE Futures Europe. On May 29'*' the Commission announced an agreement to 
expand information sharing between the CFTC and FSA. The agreement includes: 

1. Immediately implementing expanded information-sharing to provide the CFTC with 
daily large trader positions in the U.K. WTI crude oil contract; 

2. Extending trader information sharing to provide crude oil large trader position data for 
all contract months in the WTl contract, not just the nearby months; 

3. A near-term commitment to enhance trader information to permit more detailed 
identification of market end users; 

4. A near-term commitment to provide improved data formatting so trading information 
can be seamlessly integrated into the CFTC’s surveillance system; and 

5. In addition to the established position management program that FSA currently 
requires of ICE Futures Europe, ICE Futures Europe will notify the CFTC when traders 
exceed position accountability levels, as established by U.S. designated contract markets, 
for WTI crude oil contracts. 

This additional information will improve the Commission’s surveillance capability for these 
cross-border products. 

le. Please quantify the volume of intraday trading in the ICE Futures Europe WTI 
contract attributable to swap dealers, since the contract’s launch in 2006 . 

Assuming that “intraday trading data’’ means records reflecting individual transactions, the 
CFTC does not receive intraday trading data from ICE Futures Europe broken down by 
commercial versus non-commercial traders, Again, the Commission does not receive this type 
of trading data for U.S. designated contract market (DCM) contracts either. 

l f. Is the position-related data the CFTC receives from the FSA sufficient to assess crude- 
related positions of any sovereign wealth funds participating in the ICE Futures Europe 
market? Please quantify this investment and describe any notable trends. 

The Commission’s staff has not observed any positions of sovereign wealth funds in the data 
received to date on the ICE Futures Europe crude oil contract. This observation is consistent 
with that for the NYMEX crude oil future, where sovereign wealth funds have not held 
reportable positions in that contract. If, in the future, sovereign wealth funds were directly to 
hold reportable positions, they would be identified in the Commission’s large trader reporting for 
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NYMEX as welt as in the large trader information received from the FSA for the ICE Futures 
Europe crude oil contract. 

Ig. Please provide the Committee with an account of any cross-border investigation and 
enforcement efforts that have spanned energy trading activities on both domestic markets 
and Foreign Boards of Trade. To the extent that such information might be governed by 
existing confidentiality requirements, rest assured the Committee will make arrangements 
to ensure this information remains private and confidential. 

In December of 2007, the Division of Enforcement (DOE) launched a nationwide crude oil 
investigation into practices .surrounding the purchase, transportation, storage, and trading of 
crude oil and related derivative contracts. Although the Commission ordinarily conducts 
enforcement investigthions on a confidential basis, the Commission took the extraordinary step 
of disclosing this investigation because of unprecedented market conditions. All Commission 
enforcement inquiries are focused on ensuring that the markets are properly policed for 
manipulation and abusive practices. Although not made public, DOE has contacted numerous 
national and transnational companies involved in the crude oil markets as part of this 
investigation. 

Certain of DOE’s enforcement actions, most notably Amaranth, have involved natural gas 
trading desks located in Canada. Other actions filed by the Commission concern allegations 
relating to the establishment of fabricated exchanges purporting to sell futures and options in a 
variety of products including energy. 

In addition, DOE has, either on its own initiative or in response to questions, complaints, or 
inquiries it received, opened investigations in several additional matters with cross-border 
components. These discrete investigations include allegations pertaining to: manipulative 
conduct involving crude oil trading in November-December 2005; the false reporting of natural 
gas trading for a certtiin month that included trading by an international entity; the pricing 
relationships for crude oil on a foreign exchange in December 2007; an instance of alleged false 
reporting and attempted manipulation of storage data for crude oil in December 2006; and an 
unregulated managed account advisor for forex and energy futures trading. 

Over the past five years, in connection with our energy related enforcement matters DOE has 
made or received formal requests for international assistance to or from our foreign regulatory 
counterparts involving trading in crude oil, natural gas, heating oil, unleaded gasoline, and 
propane. The types of misconduct that were the subject of these requests included allegations 
concerning disruptive and/or potentially manipulative conduct, trade practice abuses including 
wash trading, and fraud. Most of the requests made by the CFTC were directed to our 
counterpart regulators in Canada and the United Kingdom. 

The Swap Dealer Loophole 

The Commission has repeatedly testified before Congress that the role of “non- 
commercial” participants in crude oil markets has not significantly changed during the 
current period of prolonged run-up in prices. As previously mentioned, this assertion 
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obscures the fact that swap dealers are, for purposes of CFTC analysis, classified along side 
physical hedgers as “commercial” participants in these markets. I found notable the 
CFTC’s acknowledgement in testimony before the Committee that “swap dealers now hold 
significantly larger positions in crude oil,” and that “this development has altered the 
traditional role of commercial traders” in the oil markets. 

la. Please explain the policy rationale for classifying swap dealers as “commercial” market 
participants, along side entities that participate in these markets as physical hedgers. Is 
there any current legal barrier to classifying these entities as “non-commercial” market 
participants for reporting purposes? 

On May 29, 2008, the Commission announced several initiatives to gather additional information 
from the energy futures markets, including information from swap dealers. The Commission is 
using its existing Special Call authorities to immediately begin to require traders in the energy 
markets to provide the agency with monthly reports of their index trading to help the CFTC 
further identify the amount and impact of this type of trading in the markets. In addition, the 
Commission will develop a proposal to routinely require more detailed information from index 
traders and swaps dealers in the futures markets, and review whether classification of these types 
of traders can be improved for regulatory and reporting purposes. Lastly, the Commission will 
review the trading practices for index traders in the futures markets to ensure that this type of 
trading activity is not adversely impacting the price discovery process, and to determine whether 
different practices should be employed. 

Under current practices, the classification of a trader as either commercial or non-commercial for 
purposes of the COT Report is described on the Commission’s website: 

Commercial and Non-commercial Traders. When an individual reportable trader is 
identified to the Commission, the trader is classified either as "commercial" or "non- 
commercial," All of a trader's reported futures positions in a commodity are classified as 
commercial if the trader uses futures contracts in that particular commodity for hedging 
as defined in C FTC Regulation 1 .Bizi . 1 7 CFR 1 .3(z). A trading entity generally gets 
classified as a "commercial" trader by filing a statement with the Commission, on CFTC 
Form 4 0: Statement of Reporting Trader, that it is commercially "...engaged in business 
activities hedged by the use of the futures or option markets.” To ensure that traders are 
classified with accuracy and consistency, Commission staff may exercise judgment in re- 
classifying a trader if it has additional infonnation about the trader’s use of the markets. 

A trader may be classified as a commercial trader in some commodities and as a non- 
commercial trader in other commodities. A single trading entity cannot be classified as 
, both a commercial and non-commercial trader in the same commodity. Nonetheless, a 
multi-functional organization that has more than one trading entity may have each trading 
entity classified separately in a commodity. For example, a financial organization trading 
in financial futures may have a banking entity whose positions are classified as 
commercial and have a separate money-management entity whose positions are classified 
as non-commercial. 
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In 1 99 1 , the Commission made a policy decision that swap dealers using futures to offset the 
risks associated with over-the-counter (OTC) commodity swaps were entitled, under Regulation 
1 .3(z), to a hedge exemption from Federal limits (which apply only to certain agricultural 
markets). The result of that determination was to classify these traders as commercials, which is 
consistent with how we define that term and entirely consistent with the view that commercials 
are traders that are holding futures for risk management and not with a view toward the market’s 
price direction, as opposed to non-commercials, who are primarily taking positions with a view 
on the direction of prices. There is no legal barrier to classifying these traders as either 
commercial or non-commercial, and the classification for the COT Report holds no particular 
sway over how we view these traders for our internal surveillance purposes. While it is tme that 
traders and the press avidly follows the weekly COT Reports for clues to changes in market 
sentiment among the major groups of market users, the Commission’s surveillance staff does not 
rely on these classifications, or a given trader’s individual classification, in determining whether 
that trader, or a group of traders, poses a threat to the market. 

lb. The CFTC has testified before the Committee that “the non-commercial share of total 
open interest has increase marginally from 31 percent to 37 percent over the past three 
years” - a figure that excludes the trading activities of swap dealers. How has swap 
dealers’ share of total open interest grown over the past three years? How has the share of 
total open interest grown over the past three years when swap dealers are included in the 
“non-commercial” category? 

The Office of the Chief Economist has been tracking the market share of open interest across 
each category and sub-category in our Large Trader Reporting System (LTRS). Testimony has 
been based on this arialysis in the crude oil markets. From April 2005 to April 2008, swap dealer 
market share has gro wn from 23 .5 percent to 3 1 .7 percent of total open interest. Using this 
updated data (the testimony referenced in the question was based on data ending in Fall 2007), 
non-commercial market share grew from 34 to 36 percent of total open interest during the same 
period. If swap dealer open interest is included in the non-commercial category, the market 
share of this combined group has grown from 57.4 to 67.9 percent from April 2005 to April 
2008, 

It is important to note that these figures aggregate long positions and short positions, but they do 
not net long positions against short positions. In other words, these figures are the sum of the 
positions of market participants who would profit from a decline in price and the positions of 
those who would profit from a rise in price. Thus, these figures alone are insufficient to suggest 
an upward pressure on price. 

l c. Please explain the rules related to “hedging exemptions,” which may allow market 
participants to exceed position limits for trading crude oil. To what extent are swap 
dealers eligible for such exemptions, and how often have such exemptions been granted in 
crude oil since 2006? Similarly, please quantify the extent to which market participants 
granted hedging exemptions for trading the WTI contract on the New York Mercantile 
Exchange hold additional positions in the ICE Futures Europe WTI contract. (While I 
understand a single corporate entity may have different subsidiaries or affiliates active in 
each market, please provide this analysis in a manner that aggregates such positions.) 
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The Commission’s policy has been to require exchanges, as part of their self regulatory 
responsibilities, to set speculative limits (or adopt position accountability provisions), subject to 
Commission approval or review of the respective rules. Accordingly, the Commission has not 
specified speculative position limits for energy commodities. Any violations of speculative 
limits set by a designated contract market are a violation of the Commodity Exchange Act, and 
the Commission has taken enforcement action to prosecute violations. The oversight principle 
whereby designated contract markets set speculative limits was endorsed in the Commodity 
Futures Modernization Act of 2000 in designated contract market Core Principle 5, which 
requires exchanges to set speculative limits or accountability provisions as appropriate. 

NYMEX uses position accountability for its WTI crude oil contract, except for the position 
limits that apply during the last three days of trading. According to NYMEX staff, since 2006, 
NYMEX has issued a total of 1 17 hedging exemptions from position limits in their WTI crude 
oil market. Specifically, NYMEX issued 25 hedging exemptions based exclusively on bona fide 
hedge exposure (as defined in Commission Regulation 1 .3(z)) to eleven different companies, 44 
hedging exemptions based on a combination of hedge/swaps to 24 different companies, and 48 
hedging exemptions based on exclusively swap exposure to 18 different companies. To receive 
an exemption from NYMEX’s speculative limits, a trader must first file a formal application. If 
the request is granted, NYMEX stipulates a maximum allowable position for that trader, as there 
are no unlimited exemptions. In filing the application with NYMEX, the trader must supply 
details of the underlying commodity or swap exposure, details of the risk management structure 
of the firm, a summary of the trader’s prior year’s exposure, a list of the traders employed, and 
audited financial statements (or financials otherwise acceptable to NYMEX). After a review of 
the data submitted, NYMEX assesses the ability of the market to absorb the hedge position 
requested and determines if it is too big for the market to digest. NYMEX conducts an analysis 
to ascertain if the requested exemption could represent a position that, by size alone, could be 
disruptive. If the answer is “yes,” the exemption at the level requested is not granted. NYMEX 
may then suggest a lower level that would be acceptable based upon its historical review of open 
interest, volume, and other data for that market. Finally, NYMEX also noted that it does not 
routinely get information in the hedge exemption process detailing traders’ ICE Futures Europe 
WTI positions. 

Id. Please quantify the volume of intraday trading in NYMEX WTI crude contract since 
2006 , with respect to commercial versus non-commercial market participants, and swap 
dealers. 

The trade data that the Commission receives from NYMEX and other futures exchanges is not 
identified or classified by type of market participant. Therefore, the Commission does not have 
the data to answer the question. However, the Commission is currently in the process of 
upgrading its automated trade surveillance system (TSS). One initiative that is being pursued is 
requiring firms to identify account numbers on a regular basis and to integrate this information 
into TSS. Integration of this data into TSS will require additional financial and human 
resources. Once the Commission has completed this goal and is able to identify the owners of 
trading accounts in TSS, staff will have the necessary data to break down the volume of intraday 
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trading in any exchange contract, by commercial versus non-commercial market participants, 
and by swap dealer. 

Transparency Requirements and Conflicts of Interest 

Since January 2007, the CFTC has published a supplemental, weekly “Commitment of 
Traders” report detailing positions of index traders with respect to 12 agricultural 
commodities. In announcing the reporting initiative, the CFTC noted that the new report 
would incorporate positions of managed funds, pension funds and other institutional 
investors that generally seek exposure to commodity prices as an asset class in an 
unleveraged and passively-managed manner,” along with the “positions of entities whose 
trading predominantly reflects hedging of over-the-counter (OTC) transactions involving 
commodity indices ~ for example, swap dealers holding long futures positions to hedge 
short OTC commodity index exposure opposite institutional traders such as pension 
funds.” 

la. Why has the CFTC failed to take similar steps to increase transparency with respect to 
energy commodities through publication of a supplemental Commitment of Traders report 
- particularly with respect to crude oil? 

In 2006, when the Commission determined to publish a COT Supplemental Report reflecting the 
aggregate futures and option positions of non-commercial, commercial, and index traders in 
various agricultural commodities, it also closely studied whether it would be feasible to publish 
similar data for energy and metals markets. At that time, the Commission found that there would 
be significant problems accurately classifying commodity index trading activity in energy and 
metals futures markets and concluded that a similar supplemental report for such trading would 
be potentially misleading and would not enhance market transparency. 

The Commission’s conclusion was based on an evaluation of the large trader data available to 
the Commission, anc in particular on an assessment of the accuracy with which this data could 
be parsed out, for firms engaged in commodity index trading, between such index trading and 
other unrelated trading activity. In the case of energy and metals markets, there are alternative 
U.S. and non-U. S. exchanges and a multitude of OTC markets and derivatives products. Many 
swap dealers, for instance, in addition to their commodity index-related OTC activity, enter into 
other OTC derivatives transactions in individual commodities, both with commercial firms 
hedging price risk arid with speculators faking on price risk. In addition, some swap dealers are 
very actively engaged in commercial activity in the underlying cash market, such as a physical 
merchandising or dealing activity. As a result of these other activities, the overall futures 
positions held by these energy and metals traders in CFTC-regulatcd markets do not necessarily 
correspond closely vdth their hedging of OTC commodity index transactions. Indeed, placing 
the futures positions of such swap dealers in an index trader category in a supplemental report 
would not accurately reflect commodity index trading activity for energy and metals markets. 

Notably, the Commission is continuing to evaluate steps that it can take to improve transparency 
for energy markets index trading activity and it announced on May 29th that it would be using its 
existing special call authorities to immediately begin to require traders in the energy markets to 
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provide the agency with monthly reports of their index trading to help the CFTC further identify 
the amount and impact of this type of trading in the markets. Based upon this information, the 
Commission plans to develop a proposal to routinely require more detailed information from 
index traders and swaps dealers in the futures markets, and to review whether classification of 
these types of traders can be improved. 

lb. Please describe any technical or legal barriers to including in any such supplemental 
Commitment of Traders report data relative to positions in the ICE Futures Europe AVTI 
contract. 

As indicated above, the Commission believes that the CFTC-FSA MOU does not permit the use 
of ICE Futures Europe WTI position data for COT reporting purposes. As noted earlier, COT 
reports are primarily used by traders and those in the public looking to discern trends in the 
markets, but it is not utilized by the CFTC for regulatory purposes, 

2. Testimony and various press accounts have recently noted the acquisition of petroleum 
storage capacity on the part of institutional investors active in energy commodity trading 
markets. Such trends lead to concerns regarding potential market manipulation strategies. 
We note that current CFTC regulations (17 CFR Part 19) require that, with respect to 
certain agricultural commodity markets, entities that exceed speculative position limits 
must fde reports with the Commission outlining their underlying cash positions. Do any 
such similar reporting requirements apply with respect to energy commodities? If not, 
why not? 

Nothing similar applies to energy markets because the purpose of the Part 19 reports is to assist 
the Commission in monitoring compliance with Federal speculative position limits. The CFTC 
does not set Federal speculative limits for energy commodities. However, core principle 5 for 
designated contract markets requires NYMEX to monitor compliance with its position limit and 
accountability rules, as described in the answer to Ic above. 

3. Do any conflict-of-interest or insider trading-related regulations apply specifically to 
commodity market analysts or firms, analogous to those put in place with respect to 
securities as a result of the Sarbanes-Oxley Act of 2002 (P.L. 107-204)? If so, please 
describe such regulations - particularly as they apply to commodity market analysts and/or 
traders employed by investment banks with active proprietary trading operations. 

Insofar as CFTC registrants arc covered by the Sarbanes-Oxley Act of 2002, they are fully 
subject to that law’s requirements with respect to securities. And securities law insider trading 
prohibitions apply to trading in security futures products, which are treated as both securities and 
futures under the Commodity Futures Modernization Act of 2000. 

Unlike securities laws, though, the Commodity Exchange Act generally does not subject 
commodity traders to an affinnative obligation to disclose nonpublic information that may be 
material to the pricing of a transaction or, in the absence of such disclosure, to abstain from 
trading. This distinction in the law reflects the fundamental differences between securities and 
futures markets. The securities markets exist for capital formation purposes, and issuers and 
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corporate insiders have information advantages over investors in publicly-traded securities. The 
futures markets, by contrast, are risk-shifting markets, and market participants generally have 
equality of access to information about publicly-traded commodities. Hedging, a principal 
reason that futures markets exist, itself may be considered a form of insider trading insofar as the 
hedger takes a position in the futures market to hedge a price risk incident to an undisclosed past 
or future transaction. 

Accordingly, the insider trading prohibitions of the Commodity Exchange Act apply only to 
employees, members of the governing board, and members of any committee of a registered 
entity {e.g., an exchange or clearing organization) or registered futures association {i.e., National 
Futures Association). Such persons are prohibited from trading for their own account, or for or 
on behalf of any other person, in futures or options on futures based on material nonpublic 
information obtained through special access related to the performance of their duties, and from 
disclosing such information for any purpose inconsistent with the performance of their official 
duties (and from trading based on material nonpublic information that they know was obtained in 
violation of these prohibitions). Violation of these prohibitions is a felony punishable by fine 
and/or imprisoitment. See 7 U.S.C. § 13(e) (formerly 7 U.S.C. § 13(f), recently renumbered by 
the CFTC Reauthorization Act of 2008). CFTC Rule 1 .59, 17 C.F.R. § 1.59, contains the same 
prohibitions. 
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Release: 5508-08 

For Release: June 1 0, 2008 

CFTC Announces Interagency Task Force to Study Commodity Markets 

Washington, DC - In light of the recent rise In crude oil and other commodity prices and the influx of new 
investors into commodity futures markets, the Commodity Futures Trading Commission (CFTC) is announcing 
the formation of an interagency task force to evaluate developments in commodity markets. The task force - 
which includes staff representatives from the CFTC, the Federal Reserve, the Department of the Treasury, the 
Securities and Exchange Commission, the Department of Energy, and the Department of Agriculture - will 
examine investor practices, fundamental supply and demand factors, and study the role of speculators and 
index traders in the commodity markets. 

High commodity prices are posing a significant strain on U.S. households and the announced Interagency 
Task Force will aid public and regulatory understanding of the forces that are affecting the functioning of these 
markets. The Interagency Task Force will strive to complete its work as expeditiously as possible, and will 
make public the results. 

Last Updated; June 10, 2008 


http://www.cftc.gOv/newsroom/generalpressreleases/2008/pr5508-08.html 


6/18/2008 
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Energy and Commerce QFRs 

1. What are the CFTC’s views on the potential for CFTC regulation of Financial 
Transmission Rights traded on Independent System Operators? Could these contracts for 
electricity transmission potentially fall under CFTC jurisdiction? 

The CFTC does not have regulatory authority over cash or forward commodity transactions and 
the sale and marketing of such commodities. The Commission’s regulatory jurisdiction is 
determined by whether a given transaction is a contract of sale of a commodity for future 
delivery (commonly known as a futures contract), which primarily serves to manage price risk in 
a commodity. 

Determining whether any given transaction constitutes a contract of sale of a commodity for 
future delivery is governed by a body of case law and administrative actions on the subject 
matter applied to the particular facts and circumstances surrounding such transactions. If the 
relevant facts and circumstances demonstrate that given agreements constitute “. . . transactions 
involving contracts of sale of a commodity for fumre delivery, traded or executed on a 
[designated contract market] ... or any other board of trade, exchange or market ...” then, 
pursuant to Section 2(a)(1)(A) of the Commodity Exchange Act (CEA), the transactions would 
be subject to the CFTC’s exclusive jurisdiction on a contract by contract basis. 

In the absence of the facts and circumstances under which Financial Transmission Rights (FTRs) 
are currently being traded, it is difficult to answer the question with more specificity. 
Nevertheless, it is clear that the CFTC does not have regulatory authority over cash or forward 
commodity transactions that are commonly associated with the physical sale and marketing of 
such commodities, including physical energy transactions that fall into this category. 

2. Why has the CFTC intervened in two separate lawsuits to which it is not a party, to 
challenge the Federal Energy Regulatory Commission’s (FERC) authority to assert its anti- 
manipulation authority with respect to Amaranth? Is CFTC escalating its disagreement 
with FERC from merely providing a position to a judge where it was already a party, as it 
did in the matter of CFTC v. Amaranth et al. in the Southern District of New York? 

The CEA provides in Section 2(a)( 1 ){A) that the CFTC shall have exclusive jurisdiction with 
respect to futures trading on a designated contract market such as the New York Mercantile 
Exchange (NYMEX). An unbroken line of federal court decisions dating from the mid-1970s 
holds that this grant of exclusive jurisdiction to the CFTC bars other federal regulatory agencies 
from exercising jurisdiction over this activity. 

In July 2007, the CFTC brought an enforcement action against Amaranth in the U.S. District 
Court for the Southern District of New York alleging that Amaranth had attempted to manipulate 
the settlement price of the NYMEX natural gas futures contract in 2006 through a pattern of 
unlawful trading on the NYMEX. Also in July 2007, the FERC filed an administrative 
enforcement action similarly alleging that Amaranth had manipulated the settlement price of the 
NYMEX natural gas futures contract in 2006 through unlawful trading activity on the NYMEX. 
The FERC alleges that Amaranth’s futures trading had downstream effects on physical natural 
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gas prices and thereby violated the Natural Gas Act (NGA), as amended by the Energy Policy 
Act of 2005. The FERC has asserted that the alleged manipulative trading activity on NYMEX 
does not fall within the scope of the CFTC’s exclusive jurisdiction under the CEA and, further, 
that the Energy Policy Act of 2005 implicitly limits the CFTC’s exclusive jurisdiction with 
respect to futures trading that is alleged to have affected physical natural gas prices. 

The CFTC disagrees with the FERC’s interpretation of the CEA, and does not believe that the 
Energy Policy Act of 2005 lessened the scope of its exclusive jurisdiction under the CEA. 
Because the FERC has charged the Amaranth respondents with engaging in an unlawful pattern 
of futures trading on a designated contract market, the CFTC believes that the FERC action 
conflicts with the exclusive jurisdiction provision in the CEA. Equally important, the CFTC 
believes that the FERC action conflicts with the fundamental policy objective underlying 
Congress’s grant of exclusive jurisdiction to the CFTC: avoiding inconsistent standards 
governing trading on U.S. futures exchanges. This is of critical importance to the continued 
expansion of the futures markets, which have witnessed dramatic growth since 2000. 

The respondents in the FERC administrative action have challenged the agency’s authority to 
prosecute the case in three different forums. First, in July 2007, respondent Brian Hunter filed 
an action in the U.S. District Court for the District of Columbia seeking declaratory and 
injunctive relief to block the FERC action. The district court denied Hunter’s motion for a 
temporary restraining order on July 24, 2007 and denied his motion for a preliminary injunction 
on December 10, 2007. In neither of these rulings did the court reach the exclusive jurisdiction 
issue. The CFTC has not sought to participate in the Hunter case. 

Second, on August 16, 2007, Amaranth filed a motion challenging the FERC’s authority to 
prosecute its case by seeking injunctive relief in the case filed by the CFTC against Amaranth in 
New York. The presiding judge ordered briefing on Amaranth’s motion, making clear on the 
record that he expected the CFTC to address the exclusive jurisdiction question in its brief. In 
response to the court’s directive, the CFTC on September 28, 2007 filed a brief opposing 
Amaranth’s request for a preliminary injunction and setting out the CFTC’s position regarding 
the scope of its exclusive jurisdiction over futures trading on designated contract markets. On 
November 1, 2007, the court denied Amaranth’s request for a preliminary injunction without 
reaching the exclusive jurisdiction issue. 

Finally, various respondents in the FERC case requested reconsideration of the agency’s decision 
to file charges in the case, asserting that the CEA vests in the CFTC exclusive jurisdiction over 
futures trading on the NYMEX. On November 30, 2007, the FERC issued an adjudicatory Order 
that denied those reconsideration requests and for the first time spelled out its theory for 
asserting jurisdiction over futures trading on a designated contract market. 

Various respondents petitioned for review of the FERC’s November 30, 2007 Order in the U.S. 
Court of Appeals for the District of Columbia Circuit. Because the FERC has now issued a 
formal Order taking a position on the scope of the CFTC’s exclusive jurisdiction under the CEA 
that directly conflicts with the CFTC’s views on that issue, the CFTC concluded that full 
participation in the appeal as an intervenor was both necessary and warranted. As the agency 
charged with administering the CEA for the past 34 years, it is incumbent on the CFTC to 
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provide the D.C. Circuit with its views regarding the important questions presented in this 
appeal 

In opposing Amaranth’s motion in the New York case, the CFTC’s brief argued that “FERC 
should be permitted to determine in the first instance the scope of its new anti-manipulation 
authority under [the Energy Policy Act of 2005] in light of the pre-existing statutory grant of 
exclusive jurisdiction over futures trading to the CFTC in the CEA . . . If FERC’s determination 
is adverse to the respondents in that action . , . they will have an opportunity to petition for 
review of that decision by the U.S. Court of Appeals for the District of Columbia.” That is what 
has now occurred. 

Accordingly, the CFTC’s request to intervene in the D.C. Circuit case - which is the first 
instance in which we have sought to intervene in any matter involving Amaranth ~ does not 
represent an escalation of our legal disagreement with the FERC, Rather, it is a response to 
FERC’s position on the scope of the CFTC’s exclusive jurisdiction, as spelled out in the 
November 30, 2007 Order. Further, as Chairman Kelliher testified before the Subcommittee on 
December 12, 2007, the “respectful disagreement” between the CFTC and the FERC over this 
legal issue is “best resolved by the courts.” [Source: December 12, 2007 House Energy and 
Commerce Subcommittee on Oversight and Investigations Hearing, "Energy Speculation: Is 
Greater Regulation Necessary to Stop Price Manipulation? "] The CFTC agrees with Chairman 
Kelliher that this question should appropriately be decided by the courts, and we believe that the 
courts should hear fully from both of the interested agencies. 

3. Would the CFTC support or oppose legislation that would eliminate no action letters 
and require electronic exchanges to register with the CFTC as designated contract markets 
if they are trading on a Foreign Board of Trade through terminals in the U.S. for 
commodities that are designated for delivery in the U.S. (such as West Texas Intermediate 
Crude for Cushing, OK delivery)? 

In 2006, the CFTC carefully examined this issue in its review of our foreign board of trade 
(FBOT) policy. At that time, the CFTC concluded that it would be problematic to have a 
requirement that FBOTs register with the CFTC as designated contract markets if their members 
used U.S, terminals to trade commodities that are subject to U.S. delivery. 

The CFTC found that the best way to handle the issue was to continue its no-action approach, a 
response that reflects the internationally accepted “deference to home regulator” approach used 
by regulators in many developed market jurisdictions to govern access to foreign electronic 
exchanges by persons located in their jurisdictions. This approach generally is based upon a 
review of, and ongoing reliance upon, the foreign market’s “home” regulatory regime, and is 
designed to maintain a threshold level of regulatory protections while avoiding the imposition of 
duplicative regulation.' 


See , e.g .. United Kingdom Financial Services Authority, Financial Ser\’ices Handbook, Recognised Overseas 
Investment Exchanges (ROIE), Section 6; Australian Securities and Investments Commission, Policy Statement 
177,8 describing alternative licensing for overseas markets; Ontario Securities Commission Staff Notice 21-702, 
Regulatory Approach for Foreign-Based Stock Exchanges; and Autorite des marches financiers (Quebec), Policy 
Statement Respecting the Authorization of Foreign-Based Exchanges. The German Bundesanstalt fiir 
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The CFTC has followed the no-action approach since 1996 and it has never experienced any 
market integrity or customer protection problems. The CFTC held an FBOT hearing in June 
2006, including a related open public comment opportunity, during which market users, foreign 
exchanges and even competitive domestic exchanges overwhelmingly confirmed the success of 
the CFTC’s approach in terms of market and customer protection and access to additional 
products. Subsequently, the CFTC issued a Statement of Policy re-affirming the use of the 
FBOT no-action process, but also enhancing it through support of information-sharing conditions 
where no-action relief is sought for FBOT contracts that could adversely affect the pricing of 
contracts traded either on a designated contract market or on any cash market for commodities 
subject to the CEA. 

Requiring designation rather than issuing no-action letters may trigger responsive regulation by 
foreign jurisdictions that could lead to the imposition of greater regulatory costs on U.S. futures 
exchanges, such as full registration in those foreign jurisdictions. Since U.S, exchanges 
generally operate in multiple foreign jurisdictions, they could become subject to a wide variety 
of different, and possibly conflicting, regulatory requirements in every jurisdiction in which their 
trading .systems are made available. 

Even if foreign jurisdictions were more measured and only required full registration by U.S. 
futures exchanges when they listed commodities that were deliverable in those jurisdictions, it 
would still expose U.S. futures exchanges to greater regulation abroad. Notably, several U.S. 
exchanges that permit foreign access currently list futures contracts on commodities that are 
produced or delivered in foreign jurisdictions, including the CME, NYMEX and ICE Fumres 
U.S. 

Finally, the no-action procedure provides the CFTC with flexibility in dealing with particular 
foreign exchanges and different practices. Requiring designation would result in standardized 
requirements and conditions on FBOTs and would be less tailored to a particular foreign 
exchange that is already subject to regulation in its home jurisdiction. 


Finanzdienstleistungsaufsicht (BAFIN) authorizes the placement of foreign terminals in Germany under Sections 
37i et seq. of the German Securities Trading Act. 
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Release: 5496-08 

For Release; May 2 , 2008 

CFTC Names Members of the Energy Markets Advisory Committee 
First EMAC Meeting Scheduied for June 10 

Washington, DC - Today, the Commodity Futures Trading Commission announced the members of its 
recently-formed Energy Markets Advisory Committee. CFTC Acting Chairman Walter L. Lukken is the 
Chairman of the EMAC. It is designed to provide a public forum to examine emerging issues related to the 
energy markets and the CFTC’s role in these markets under the Commodity Exchange Act. 

“In these historic times for the markets, I am pleased to have such a diverse and knowledgeable group of 
energy industry participants to assist the Commission in its role in policing the energy markets," said CFTC 
Acting Chairman Lukken. 

The first EMAC meeting is scheduied for June 10, 2008 - more details will be released in the future. The 25- 
person committee membership includes; 


Energy Markets Advisory Committee 


Bob Anderson 

Committee of Chief Risk Officers 

Laura Campbell 
Memphis Light, Gas & Water 

Donald Casturo 
Goldman Sachs Group, Inc. 

Paul Ciclo 

Industrial Energy Consumers of America 

Bo Collins 
1.618 Group LLC 

Sean Cota 

Cota & Cota Oil & Propane 
Kevin Fox 

D.E. Shaw & Co., L.P. 

John P. Heimlich 

Air Transport Association 

R. Skip Horvath 

Natural Gas Supply Association 

Brian Kelly 
Colonial Energy, Inc. 

Anthony Mansfield 

Heller Ehrman LLP as a representative of Shell Trading (US) Company 


http://www.cflc. gov /newsroom/generalpressreleases/2()08/pr5496-08.htmi 
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Wiiliam McCoy 
Morgan Stanley 

James Newsome 
NYMEX, Inc. 

Ron Oppenheimer 

Merriil Lynch Commodities, fnc. 

Paui Pantano 

McDermott, Will & Emery as a representative of the Futures Industry Association 

Satu Parikh 
Lehman Brothers, Inc. 

Robert Picket 
iSDA 

Dr. Craig Pirrong 
Bauer College of Business 
University of Houston 

Michael Prokop 
Amerex Brokers LLC 

Richard Sandor 

Chicago Climate Exchange, Inc. 

John Sheik 

Electric Power Supply Association 

Foster Smith 
J.P. Morgan 

Jeffrey Sprecher 
IntercontinentalExchange, Inc. 

Mark Stainton 

Citadel Investment Group, L.L.C. 

Don Whittaker 

American Petroleum Institute 

In addition to the representative members, the CFTC has invited officials from the Congressional Research 
Service, the Department of Energy, the Federal Energy Regulatory Commission, and the Federal Trade 
Commission to participate as Official Observers. 

Last Updated: May 22, 2008 


http://www.cftc.gOv/newsroom/generalpressreleases/2008/pr5496-08.html 
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U.S. Commodity Futures Trading Commission 

Three Lafayette Centre, 1155 21st Street. NW, Washington, DC 20581 
www.cftc.gov 

Bart Chilton (202)418-5060 

Commissioner (202) 418-5620 Facsimile 

bchilton@cflc.gov 

May 19, 2008 


The Honorable Joseph I. Lieberman 
706 Hart Senate Office Building 
United States Senate 
Washington, D,C. 20510-0703 

The Honorable Susan M. Collins 
461 Dirksen Senate Office Building 
United States Senate 
Washington, D.C. 20510-1904 

Dear Senators: 


The Honorable Carl Levin 
269 Russell Senate Office Building 
United States Senate 
Washington, D.C. 20510-2202 

The Honorable Norm Coleman 
320 Hart Senate Office Building 
United States Senate 
Washington, D.C. 20510-2306 


I write to congratulate you once again for your leadership in closing the Enron Loophole 
and to compliment you for your steadfast efforts to provide greater transparency to the 
derivatives industry. The high price of oil and other energy contracts is just one reason that your 
efforts are. so appreciated. The continued focus on these issues, as evidenced by your hearing 
this week, will prove critically important to American consumers and businesses. 

I fully support your efforts to review the role of speculative trading in commodity 
markets in the United States, and believe that this review should not be limited to on-exchange 
activities of index traders and hedge funds. There are many commodity transactions, as you 
know, that may be off the radar screen of the Commodity Futures Trading Commission. 

Furthermore, I support a review of the effects of trading — in all months — look-alike 
contracts executed on foreign boards of trade (like the WTI crude oil contract traded in both 
London and New York). It is my hope that a determination can be made about any improper 
aggregate speculation in these look-alike contracts executed through foreign terminals located in 
the U.S. 
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Finally, I am supportive of an examination of sovereign wealth funds (SWFs) that are 
investing in our derivatives markets. Specifically, I am concerned about SWF investment, either 
directly or indirectly, in strategic commodity markets that are not based solely on commercial or 
investment grounds. Certainly, we should be cautious about any SWF investments that are 
motivated by inappropriate objectives of the controlling government. I am interested, for 
example, in any available SWF disclosure information related to asset allocation in the 
derivatives sector. 

Ensuring greater transparency to America’s risk management and price discovery 
markets is critically important. Thank you again for your leadership, I look forward to working 
with you on these and other matters of mutual interest. 



Commissioner 


2 
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Miller, Richard 

From: Becker-Dippmann, Angela (Energy) [Angela_Beckef-Dippmann©energy.senate.gov| 

Sent: Wednesday. April 30, 2008 9:42 AM 

To: Miller, Richard 

Subject: FW: CFTC Proud of Its Strong Partnership with the FSA [FT/Letter to the Editor by Acting Chairman Lukken] 


Subject: CFTC Proud of Its Strong Partnership with the FSA [FT/Letter to the Editor by Acting Chairman Lukken] 

CFTC Proud of Its Strong Partnership with the FSA 

Financial Times - April 25 2008 OSrOO 

I^etler to the Editor 


From Mr Walt Lukken. 

Sir, I write in response to your article “US regulator takes FSA to task over poor derivatives oversight” {April 22) 
to make clear my views, as head of the US Commodity Futures Trading Commission, of the working relationship 
this agency has with our sister regulator, the Financial Services Authority. 

The FSA is one of our most important foreign partners in regulating the global marketplace, particularly given our 
similar principles-based regulatory structures and our oversight responsibilities on linked crude oil products. In 
fact, our agencies signed a ground-breaking memorandum of understanding on market surveillance 18 months ago 
that has allowed greater co-ordination of surveillance and information-sharing between the two organisations. This 
is unprecedented among foreign regulators and should serve as an example for others seeking to create borderless 
oversight. 

The key to this regulatory co-operation is “mutual recognition” for foreign jurisdictions, which allows home 
country regulators to take the oversight lead over its markets with close information-sharing between regulators. 
The CFTC adopted this concept 20 years ago with the UK being one of the first jurisdictions to be recognised. 

Those who suggest regulators must require foreign authorities to mirror home country regulation to be effective 
are missing the point about the outcome-driven mutual recognition process, The goal is to protect the markets, its 
participants and the public - not to dictate the specific means for meeting that end. I am confident that our 
partnership with the FSA is achieving this important public goal. 

This is not only my view, but that of the International Monetary Fund and World Bank, which conducted an 18- 
monlh review of the UK's financial regulatory system in 2003 and found its regulatory framework to be at the 
“forefront iniemationally”. 

In this global economy we must rely on the expertise of other regulators around the world to protect the 
marketplace, and I am proud to have the FSA a.s a strong partner on that front. 

Walt Lukken, 

Acting Chairman, 

Commodity Futures Trading Commission, 

Washington, DC 2058 1 , US 
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UNITED STATES OF AMERICA 

COMMODITY FUTURES TRADING COMMISSION 

2033 K Street, N.W. 

Washington, O.C. 20561 

October IB, 1991 



Ms. Laurie R. Ferber 
General Counsel 
J. Aron & Company 
85 Broad Street 
New York, NY 10004 

Dear Ms. Ferber; 

By filing dated June 28, 1991, pursuant to Commodity Futures 
Trading. Commission (Commission) Rule 1.47, J. Aron & Company 
(■'Aroh”) requested that the Commission recognize as bona fide 
hedging the transactions and positions in the Chicago Board of 
Trade's wheat, corn and soybean futures contract markets taken by 
Aron as an offset of price risks resulting from swap activity 
related to the Goldman Sachs Commodity Index ("GSCI"). The 
statement was supplemented by a filing dated July 19, 1991. 

The filing states that Aron intends to engage in swap 
transactions in which Aron will be obligated to make payments to 
the counterparties based on the GSCI. Thus, Aron will effectively 
be short the commodity components of the GSCI. In order to offset 
this price risk exposure, Aron intends to establish offsetting long 
positions in the component futures contract markets. 

The filing represents that Aron has a specific order to enter 
into a swap which has a notional value of $100 million. The 
stated exemption levels for a swap of that size (based on futures 
settlement prices on June 25, 1991) are 414 CBT wheat futures con- 
tracts, 75 for CBT soybean futures contracts, and 321 CBT corn 
futures contracts. The filing further represents that Aron 
anticipates entering into additional swap contracts related to the 
GSCI, 


The Commission understands that Aron anticipates that the 
level of outstanding swap transactions related to the GSCI may 
change quickly, and that Aron will need to adju.Ft its hedge 
accordingly. The Commission, therefore, agrees to accept Aron's 
offer to submit weekly reports showing the notional value of all 
outstanding swaps against which Aron will be obligated to make 
payments based on the GSCI, and the equivalent number of futures 
contracts of wheat, corn and soybeans. These reports should be 
submitted to the Commission's Chicago regional office on the same 
date that Aron files its Form 204 reports. 

The maximum level of hedge exemption, therefore, will be based 
on the value fluctuation equivalent of all outstanding GSCI swap 
transactions you have entered into. No additional filing will be 
necessary unless there is a change in the nature (as opposed to the 
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level) of the risk exposure or unless specifically requested by the 
Commission. However, an additional filing will be required if Aron 
wishes to exceed Commission position limits in a futures market not 
covered in this application or if Aron wishes to hedge swap 
transactions unrelated to the GSCI. 

The current filing requests exemptions for both long and short 
positions, but only demonstrates a need for long hedge positions. 
The representations of a need for short hedge positions are, at 
this point, hypothetical and, in any event, certainly appear to 
fall short of the levels that have been requested based on needs 
for long hedge positions. Accordingly, based on the current 
filing, the Commission will not recognize short positions, 
purported to be related to GSCI swap transactions, as bona fide 
hedging pursuant to l,3(z)(3). Of course, the Commission will 
reconsider this issue in light of any additional information that 
Aron may choose to provide in a future filing pursuant to 1.47. 

Sincerely, 

^ Jean A . Webb 

'Secretary to the Commission 
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9.26 All Month/Any One Month Position Accountability 

(A) Any person, as defined in Rule 1 .26, who owns or ccBilrols positions in excess of the levels cited in Chapter 9. Appendix (A) below, under 
heading 9.26 Al! Month/Any One Month Position Accoimtalxiily shall be subject to the followng provisions pursuant to position accountability 
levels: 

(1) promptly supply to the Exchange such information as the Exchange may request pertaining to the nature and size of the position, the trading 
strategy employed with respect to the position, and the position owner's or controller’s hedging requirements, provided, however, that if the position 
owner or controller fails to supply such information as and when requested, the President or his designee may order the reduction of such position; 


(2) agree, upon request by the President or his designee, not to increase the poation owned or controlled as of the time the request was received; 
and 

(3) agree to comply with any prospective limit prescribed by the President or his designee whtc^ exceeds the size of the position owned or 
controiied. 

(B) For the purposes of this Rule 9.26, the futures-equivalent of an option contract and spread cation contract is the previous day's NYMEX Risk 
Factor for that option. Further, long calls, short puts and iong futures are on the same side of the market; short calls, long puts and short futures 
are on the same side of the market. 

With respect to crack spread option contracts, a call option is the equivalent of a long product futures contract and a short crude oil futures 
confract; a put option is the equivalent of a short product futures contract and a long crude oil futures contract. Therefore, iong crack spread option 
calls and shod crack spread option puts are on the same side of the market; short crack spread option calls and long crack spread option puts are 
on the same side of the market. 

With respect to calendar spread option contracts, a call option is the equivalent of a iong futures contract in the first underlying futures in the 
spread and a short futures contract in the second underlying futures in the spread; a put option is the equivalent of a short futures contract in the 
first underlying futures in the spread and a long futures contract in the secoixl underlying futures in the spread. 

(C) The any one month/all month position accountabiUty levels shall be calcuialed on a net futures-equivalent basis. A NYMEX Light Sweet Crude 
Oil miNY Futures Contract shall be deemed equivalent to .50 of a Cmde Oil Financial Contract, a NYMEX Natural Gas miNY Futures Contract 
shall be deemed equivalent to ,25 of a Henry Hub Penultimate Financial Futures Contract, a NYMEX miNY Gasoline Futures Conb-act shall be 
deemed equivalent to .50 of a Gasoline Financial Contract, and a NYMEX miNY Heating Oil Futures Contract shall be deemed equivalent to .50 of 
a Heating Oil Financial Futures Contract; a COMEX miNY Gold Futures Confract shall be deemed equivalent to .50 of a Gold future, a COMEX 
miNY Silver Futures Contract shall be deemed equivalent to a .50 Silver future, and a COMEX miNY Copper Futures Confract shall be deemed 
equivalent to a ,50 Copper Future. 

(D) Except as provided in Rule 9,27. the any one monlh/atl month position accountability levels for each futures contract traded on the Exchange 
are listed in Chapter 9. Appendix (A) below. 

Note; Specific reference to contract aggregation r^uirements prescribed in Chapter 9. Appendix (A), Further, the Exchange niay apply 
Accountability Compliance on a Futures Only basis to the base contracts which others ' aggregate into" as per Appendix (A), 

Option Contract Gross Option Quadrant Position Accountability Levels 

Accountability levels for options cited In Appendix (A) are per quadrant (long cati, long put. short call, short put) on a gross basis, 
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9.26A Any One Month and /or All Months Position Limits for Soft Commodities 

(A) No person may own or control a net iong positioit or a net short position in any one month or all months combined for soft commodities in 
excess of the levels set forth in Chapter 9, Appendix (A) 

l2a.Clll£L!SX! 


9.27 Expiration and Current Delivery Month Position Limits 

(A) No person may own or control a net long position or a net short position in the expiration or current delivery month fas defined in this Rule 9.27 
for energy, metals and soft contracts respectively) in excess of the levels set forth in Chapters, Appendix (A) below under 9,27 Expiration and 
Current Delivery Month Position Limits or Position Accountabillly. 

Note; Specific reference to contract aggregation requirements prescribed in Chapter 9, Appervdix (A), 

(8) The expiration position limits for energy contracts for those contracts enumerated in Appendix (A). Chapter 9 for which expiration month 
position limits are designated, are effective on the open of trading of the last three trading days of the futures contract. The expiration position limits 
shall be calculated on a net futures-equivalent basis. 

(C) The expiration month position limits for the PJM and the Uranium contracts are effective on the opening of trading on all business days when a 
contract month becomes the first nearby month (or spot month) and continues on an intra-day basis thereafter until the conclusion of trading in the 
expiring contract. The expiration month position limit shall be calculated on a net futures-equivalent basis for the PJM contracts. 

(D) The current delivery month position limits tor physically-delivered metals contracts are effective as of the close of business on the business day 
prior to the first notice day for any delivery month. No person shaH m^ntain any position which, when combined with the number of contracts for 
which a delivery notice has been tendered or accepted during the d^ivery mcsTth. exceeds the maximum permissible current delivery month 
position limit for such contract. The current delivery month position limits for COMEX London Metals Futures contracts shall be effective as of the 
open of business on the first business clay of the expiring contract month. 

(E) The current delivery month position limits for soft commodities shall be in effect as of the open of trading on the last three trading days of the 
expiring contracts. 


back to top 
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9.27A Expiration Position Accountability Levels 

(A) Any person who owns or controls positions in excess of the levels cited in Chapter 9, Appendix (A) below, under heading 9.27A Expiration 
Position Accountability Levels, shall be subject to the foHowring prowsions pursuant to position accountability ieveis; 

(1 ) promptly supply to the Exchange such information as the Exchange may request pertaining to the nature and size of the position, the trading 
strategy employed with respect to the position, and the hedging requirements (if any), provided, however, that if the principal or controlier fails to 
supply such information as and when requested, the President or his de^gnee may order toe reduction of such position; 

(2) agrees, upon request by toe Presideni or his designee, not to increase the position owned or controiied as of the time the request was received; 


(3) agrees to comply with any limit prescribed by the President or his designee, and to decrease any open position if directed upon review of the 
information cited in item 1 above. 

(B) The Expiration Position Accountability Levels for energy confracts, for those contracts enumerated in Appendix (A), Chapter 9 for which 
expiration accountability levels are designated, are effecdve on the open of trading of the fast three trading days of the Penultimate and Last Day 
cash settled futures contracts. The expiration position accountab^ity levels shall be calculated on a net futures-equivalent basis. A NYMEX Light 
Sweet Crude Oil miNY Futures Contract shall be deemed equivalent to .50 of a Crude Oil Financial Contract, a NYMEX Natural Gas miNY Futures 
Contract shall be deemed equivalentto ,25 of a Henry Hub Penultimate Rnancial Futures Contract, a NYMEX miNY Gasoline Futures Contract 
shall be deemed equivalent to .50 of a Gasoline Finanda! Ccxitrart, arxJ a NYMEX miNY Heating Oil Futures Contract shall be deemed equivalent 
to .50 of a Heating Oil Financial Futures Contract. 

(C) The Expiration Position Accountability Levels for metals contracts, tor those contracts enumerated in Appendix (A), Chapter 9 for which 
expiration accountability ieveis are designated, are effective on the open of trading on the last three trading days of such contracts. The expiration 
position accountability levels shall be calculated on a net futures-equiv^ent basis. A COMEX miNY Gold Futures Contract shail be deemed 
equivaieni to .50 of a Gold future, a COMEX miNY Silver Futures Contract shall be deemed equivalent to a .50 Silver future, and a COMEX miNY 
Copper Futures Contract shall be deemed equivalent to a .50 Copper Future. 

(D) Trading in toe underlying physicatly delivered contract that is the basis for the setflement prices tor ail contracts subject to this rule shall 
additionally be subject to NYMEX Interpretive Notices 01-06 and 01-07. Note: Specific reference to contract aggregation requirement prescribed 
in Chapter 9, Appendix (A). 

feack.lQ.tQU 


9.28 Exemptions from Poeitlon Limits for Bona Fide Hedging Transactions 

(A) The limits set forth in Rule 9.27 and 9.26A shall not apply to bona fide hedging transactions as defined in §1 .3(z)(1 ) of the Regulations of the 
Commission (17 C.F.R. §1.3(2)(1)), as it may be amended from time to time, 

(B) Notwithstanding the provisions of Subsection (A) of this Rule 9.28, any person who owns or coritiols a bona fide hedging position in excess of 
the levels set forth in Rules 9.27 and 9,26A must comply with the applicable provisions of Rules 9,29, 9.31 . 9.32 and this Rule 9.28. 

(C) Any person who owns or control bona fide hedge positions must initiate and liquidate positions in accordance with sound commercial practices 
and in an orderly manner; trading shall not be conducted in a manner calculated to cause unreasonable price fluctuations or unwarranted price 
changes. No person shall use h^ge positions to attempt to violate or avoid the By-Laws and Rules or to impair the good name of the Exchange. 

(D) Any person who received approval to own cx control positions classified as bona fide hedge positions shall submit to the Exchange, upon the 
request of the Board, toe Control Committee or the President any information required by toe Board, the Control Committee or the President or his 
designee (collectively, the "President" for purposes of Rules 9.28-9.36). 

(E) Whenever an order of the Board, of the Control Committee or of any other Committee of toe Exchange excludes from toe operation of toe order 
bona fide hedge positions or transactions, any person who desires his positions or transactions to be excluded must file a Hedge Notice with toe 
Exchange as provided in this Chapter 9. 

(F) Nothing in this Chapter 9 concerning exemption from position limits or any related provision shail in any way limit (i) the authority of the 
Exchange to lake emergency action or (ii) the authority of the President to review at any time too position owned or controlled by any person and to 
direct that a position be reduced to the level provided for by Rules 9.26A or 9.27. 
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9.29 Exemptions from Position Limits for Exposure from Commodity Swap Transactions 

(A) A person may apply to the Exchange tor an exemption from the position limits set forth in Rules 9,27 and 9,26A where such exemption is 
necessary to reduce exposure resulting from commodity swap transactions that meet ail the criteria of the Commodity Futures Trading 
Commission (the "Commission"), as stated in the Policy Statement Concemir>g Swap Transactions, 54 Fed. Reg. 30694 (July 21, 1989), or the 
Exemption of Swap Agreements 17 C.F.R. Part 35 (Jan. 22, 1993), as it may be amended or interpreted by the Commission. 

(B) Applicants for an exemption under this Rule shall apply to the President or his autoorized representative (referred to as the "President"), on 
forms provided by the Exchange, not more than five (5) days after assunMng a position in excess of position limits under this Rule. 

The Application shall include: a list of toe contracts for which exemption is requested; a full and complete explanation of toe underlying swap 
exposure; an agreement to comply with the limils imposed with respect to toe pressed transactions; audited financial statements or other financial 
statements in the form approved by the President; an agreement to comply with the By-Laws and Rules of the Exchange; an agreement to submit 
a supplemental statement to toe Exchange explaining any material change in circtOTistances or information provided in the application; and 
agreement to initiate and liquidate positions in accordance vrith sound commerda! practices and in an orderly manner; and such other information, 
and representations as may be required by toe Exchange. 

(C) Any person vtoo receives approval to own or contid positions pursuant to tois Rule, shall provide to ttie Exchange, upon the request of the 
Board, the Control Committee, or toe President, any information or documentation requested relating to the exemption, the underlying swap 
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transactions, or the financiai condition of the applicant 

(D) The President shall, on the basis of the application and supplemental information vvhidi the Exchange may request, detemiine whether an 
exemption from speculative position limits shall be granted. The President may deny, condition or impose limitations upon an exemption request, 
based upon the applicant's business needs, financial status and Integrity, the bona fides of the underlying swap transactions, on the liquidity, depth 
and volume of the marfcet for which the exemption is sought, and on such factors as foe President deems appropriate. The President may review 
at any time exemptions granted under this Ruie, and may modify, revoke or F^ace timitattons on the exemption. 

(E) Nothing in this Rule shall in any way limit <i) the authority of foe Exchange to take emergency action; or (ii) the authority of the President to 
review at any lime the position owned or controlled by any person and to direct that a position be reduced to the level provided for by Rules 9.26A 
and/or 9.27. 

(F) Any person who has received from foe President written authorization to exceed position limits imposed under Rules 9.27 or 9.26A must file 
with the Exchange an updated application annually, no later than the anniversary date of the initial authorization, or waive the exemption. 

back t o to p 

9.29A Exemptions from Position Limits for Exposure Associated with NYMEX Physical versus Cash Settled Arbitrage Transactions 

(A) A person may apply to the Exchange for an exemplior^ from foe position limits set forth in Rule 9.27 related to contracts CL, NG, HO, HU RD, 
GC, SI, and HG, where such exemption is in connection with open artxtrage portions in the associated Penultimate Cash-Settled Contracts (WS, 
HP, NP, BH, RT), miNY Contracts (QM, QG, QH. QU. GO, 01 , QC), Last Day Cash-Settled Contracts {HH, NN) and Cash-Settled Penultimate 
Options (LC, LN, LB, LG). 

(B) Applicants for an exemption under this Rule shall apply to the President or his authorized representative (referred to as the "President'’), on 
forms provided by the Exchange, not more than two (2) days after assuming a position in excess of position limits under this Rule. 

The Application shall include: a list of the contracts lor which exemption is requested: an agreement to comply with foe limits imposed with respect 
to the proposed transactions: an agreement to comply with the By-Laws and Rules of foe Exchange; agreement to initiate and liquidate positions in 
accordance with sound commercial practices and in an ordeiiy marwier; and such other information, and representations as may be required by the 
Exchange. 

(C) Any person who receives approval to own or control positions pursuant to this Rule shall provide to the Exchange, upon the request of foe 
Board, the Control Committee, or the President, any inforrrration or documentation requested relating to the exemption. 

(D) The President shall, on the basis of the applicaliorv and supplemental information which the Exchange may request, determine whether an 
exemption from speculative position limits shall be granted. The President may deny, condition or impose limitations upon an exemption request 
based upon foe applicant's business needs, financial status arfo integrity, the bona fides of foe underlying swap transactions, on the liquidity, depth 
and volume of foe market for which the exemption is sought, and on such factors as the President deems appropriate. The President may review 
at any time exemptions granted under this Rule, and may modify, revoke or place limitations on foe exemption. 

(E) Nothing in this Rule shall in any way limit: (i) foe authority of the Exchange to take emergency action; or (il) the authority of the President to 
review at any time the position owned or controlled by any person and to direct that a position be reduced to the level provided for by Rule 9.27. 

(F) Any person who has received from the President written authorization to exceed position limits imposed under Rule 9.27 must file with the 
Exchange an updated application annually, no later than the anniversary date of the initial authorization, or waive the exemption. 
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9.30 Hedge Notice 

(A) Any person who owns or controls a bona fide hedge position in excess of the levels set forth in Rule 9.27 must file with the Exchange a written 
Hedge Notice accompanied by audited financial statements or other financial statements in the form approved by the PresidenL not more foan five 
(5) days after assuming such a position, provided, however, that such position may not be assumed with respect to a contract expiring within three 
(3) business days except as autiiorized in advance by the Prescient: further provided that a Hedge Notice seeking exemption from a current 
delivery month position limit in a metals futures contract shall be filed, and must be approved, prior to assuming a position in excess of foe limit; 
and, further provided that the President or his designee may in special circumstances authorize the late filing of any Hedge Notice. 

(B) Any Hedge Notice must, except as otherwise authorized by foe President, provide foe following statements and information; 

(1) A representation that the transactions wiii be bona tide hedging transactions as defiried in Regulation §l1.3(z)(1) of the Commission (17 C.F.R. 

§1 .3(z){1 )) as it may be amended from time to time; 

(ii) A representation that the transactions will be necessary or advisable as an integral part of such person’s business: and, in that connection, a full 
and complete explanation of the nature and extent of such business; 

(iii) A representation that foe person has complied with any applicable Federal requirement relating to hedging; and, that the person has received 
approval, where necessary, from foe Commission; 

(iv) A schedule of the maximum number of contracts, long and short, which the person will establish as a hedge; 

(v) An agreement to comply with whatever limits are imposed with respect to the proposed transactions; to submit a supplemental statement 
explaining any change in circumstances which affect the nature of such position; ar>d. to comply with the By-Laws and Rules; and 

(vi) A statement from the person's carrying firm that the transactions be identified as hedging transactions on the books of such finn. 

(C) Any person who has received from the President or his designee vnitten authorization to exceed position limits imposed by Rule 9.27 must til© 
with the Exchange an updated Hedge Notice annually. 

back to too 


9.31 Revised Hedge Notice 
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Whenever the positions which a person desires to classify as a bona fide hedge exceed the limits imposed by the President or exceed the 
maximum number of contracts previously identified by such person in the Hedge Notice sudi person shall fiie with the Exchange, not more than 
five {5) days after the date on which such person has exceeded such amounts, a Revised Hedge Notice accompanied by audited financial 
statements or other financiai statements in the form approved by the President provided, however, that such limits may not be exceeded with 
respect to a contract expiring within three (3} business days except as aiithctfiz^ in advance by the President; further provided that a Revised 
Hedge Notice seeking exemption from a current delivery month position Bmit in a metals futures contract previously identified in the Hedge Notice 
shall be filed, and must be approved, prior to assuming a position in excess of such Bmit: and, further provided that the President or his designee 
may in special circumstances authorize the late filing of any Hedge Notice. 
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9.32 Action by the Exchange 

(A) The President shall determine whether the transactions or poations described in the Hedge Notice are bona fide hedging transactions or 
positions. 

(B) The President may impose such limits on bona fide hedge fiansactions or positions, as in his discretion are commensurate with market 
conditions, the person’s business needs, financial atsiity and integrity, 

(C) The President may review, front time to lime, any approvals of hedge transactions and positions; and the President may revoke, or place 
limitations on, any approval. Any person who is adversely affected by a determination of the President may request the Gonirof Comniittee to 
review such determination. 

(D) No Clearing Member shail maintain or dear any position which taken alone or when aggregated in accordance with the provisions of this 
Chapter 9 exceeds the position limits permitted under Rules 9,27 or 9.26A, except as otherwise authorized pursuant to this Chapter 9. 

(E) In the event that the President learns that a Member or customer rnaintains positions in accounts with more than one Clearing Member, such 
that aggregating positions in all such accounts exceeds the position limits established by this Chapter 9, the President will notify each Clearing 
Member maintaining or carrying such accounts that it is in vic^tion of Section (D) of this Rule 9.32. A Clearing Member receiving notification from 
the President or his designee that it is in violation of Subsection (D) of this Rule 9.32 shall reduce any above-limit position as directed by the 
President, provided that reduction of an aggregated position which is maintained by two or more Clearing Members shall be proportional unless 
otherwise directed by the President. 
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9.33 Position Repoiling 

(A) Each Clearing Member shall submit to the Excharige reports of positions equal to or in excess of the levels established by Rule 9.34. Such 
reports shall be submitted by no later than 8:00 A.M. in an approved machine readable format unless authorized otherwise in advance by the 
Director of Market Surveillance or his designee, provided liowever, that Clearing Members maintaining reportable positions for any contract listed 
on the Dubai Mercantile Exchange (DME) must sutwriit such reports to the Exchange by no later than 12:00 A.M. {midnight), 

(B) Any omnibus account or foreign broker shall submit a signed NYMEX reporting agreement in ihe form prescribed by the Exchange to the 
Exchange's Complianca Department upon becoming reportable. Any reportable omnibus account or foreign broker shall submit to the Exchange 
separately Identifying all proprietary and customer posrtior^s equal to or in excess of the levels established by Rule 9.34. Such reports shall be 
submitted in the form prescribed by the Exchange by no later than 8:00 A.M. unless authorized otherwise in advance by the Senior Director of 
Market Surveillance or his designee, provided however, that any omnibus account or foreign broker maintaining reportable positions for any 
contract listed on the Dubai Mercantile Exchange (DME) must submit such reports to the Exchange by no later than 12:00 A.M. (midnight). The 
failure by an cxnnibus account or foreign broker to submit a signed NYMEX reporting agreement or properly report positions may result in a hearing 
by the Business Conduct Committee to limit, condition or deny access to the market. 

(C) Interest in or Control of Several Accounts. 

(1) If any person holds or has a financial interest in <x controls more than one account, all such accounts shall be cortsidered by the clearing 
member, omnibus account or foreign broker as a single account for reporting purposes. 

(1) Accounts of Eligible Entities. 

Accounts of Eligible Entities as defined in Rule 9.28(F} of tftis chapter that are traded by an independent account controller shall, together with 
other accounts traded by the independent account controlter or in which ihe independent conttolierhas an interest be considered a single account. 

(ii) Accounts Coniroiled by Two or More Persons. 

Accounts that are subject to day-to-day trading control by two or more persons shall, together with other accot.ints subject to control by exactly the 
same persons, be considered a single account. 

(2) For purposes of this Rule 9.33, except for the interest of a limited partner or sharehokJer (otoer than the CPO) in a comntodity pool, the term 
financial interest shall mean an interest of 10 percent or more in ownership or equity of an account. 

(D) For purposes of sections (A). (B) and (C) above, if a person confrob or holds a position equal to or greater than the number of contracts 
specified in Rule 9.34 long or shod in any one month, then all such futures and options on such futures whether above the given level or not, shall 
be deemed reportable positions. 

(E) All Clearing Members, omnibus accounts and foreign brokers for the purposes of sections (A), (Q), (C) and (D) above, shall report to the 
Exchange each account in excess of the levels established in Rule 9.34 by a unique numeric designation. The unique numeric designation shall be 
established by tiling with the Director of Market Surveillance a CFTC Fwm 102 meeting all the requirements of Section 17.01(b) of the Regulation 
of the Commission (17 C.F.R. Section 17.01(b}), as it may be amended from time to time, within one business day of when the account becomes 
reportable for the first time. The Clearing Member, omnibus account or foreign broker, as the case may be, shall file an updated Form 102 with the 
Exchange within one business day after any material change in the information supplied on the Form 102 occurs. 
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9.34 Reporting Levels 

{A) The quantities fixed for the purposes of filing a report under Rule 9.33 are listed in Chapter 9. Appendix (A) below, under heading 9.34 
Reporting Levels; 



563 


NYMEX.com: Exchange Rulebook 


Page i of 20 


Appendix A Position limits, Accountability Levels and Reportable Levels 



Appendix (A), Chapter 9 | 

Contract Name 

Chapter 

Commodity 

All Month 
Aceounl- 
ability Level 
Rule 9.26 

Any Orte 
Month 
Account- 
ability Lev^ 
Rule 0.26 

Arty/An 

Month 

S.26A 

Ex^mation 

Month 

Limit 

Rule 9.27 

Expiration 

Accourttability 

Penultimate 
and Metals 
Contfacia’ 
Rule 9.27A 

Accourttability 

Contracts’ 
Rule 9.27A 

Reporting 
Level 
Rule 9.34 

Aggregate 
Into (1) 

Aggregate 
Into (2) 
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HI 
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■■ 
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25 
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■■i 

BBI 
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XL 
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B 
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JM 

XT 

ifi.OtX) 
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X, 
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Spread Caisndar Swap 

19 

WH 
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0.000/3.000 




XL 

CL 
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Svrap 


w: 
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XT 

a 
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X. 
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3.000 
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XA 



m 

LI 






9B 

BI 

LI 




WJ 
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350 

XA 

CL 
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M1 

WK 
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Li 

CL 
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1 

MV 
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bb 
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M2 
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« 

CL 
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MZ 
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■ 


B 



B 

g 

wn 


g 



500 


150 



us 

TW 


Oaso:! 0.1 Cargoes GIF 
MWEvlC£G.-iioH Swap 

g 

B 




I.OOft'ISO 



Hi 


gg 


■■ 

^gg 





gg^g 

gg^g 



H^HI 



VL 


500 


im 



25 

VL 


Gaso.l 0 1 Rdam Cargos 

V. ICE Gaso-s Swap 
Contract 

533 

VNC 

Ogi 

■I 


B 



25 

g 

B 


gg 

ggg 

IbMiH 

■MH 



l^^gig 

^ggg 

ggg 

gggg 


European Gaso l 0.2 

NWE (Norhtvosl 
gprope) Caisnoar Swap 
Contract 

g 


1 .500 

gH 


ig 

■ 


25 

UE 


furopsan Gaspii 0 2 
Raitferdarri Calrindar 

Swap Contract 

g| 

UG 

1.500 



150 



25 

IIG 


■■■■1 





^gg 

gggg 

gggg 

^gigg 

igg 

gggg 

■■1 

CaHsall lOppm Cargoes 
CIF RWE Swap Conlraci 

^91 

Tf 


500 


150 



■i 



Geso'l tOppm Cargoc.s 
ClFNWEv. ICE Gasoil 
Swap Contract 

g 

TP 

■ 

S.OOQr'SOO 


i.ooa‘i50 



25 

g 

TY 

European Gescli to 

PPM RPam Barges 

Swap Contract 


GT 

5,000 

5,000 


500 



2S 

GT 


European ULSDSOPPM 
CIF NWE Swap Conliaci 

IQjl 

E5 

5.000 

5.000 


500 



25 

E5 


European UL5D Uesei 
NWE <Nonftwesi 

Europe) Calenoar Swap 
Contract 


UL 

m 

1,500 


ISO 

H 


25 

UL 


European Ut.SO Diesol 
RoiterrJam Calentiar 

Swap tgontract 

g 

UP 

t.500 

ig 


tso 



25 

UP 


■HHl 


ggg 

gggg 

gggi 

ggg 

^^gg 

iggg 

gi^^g 

ggg 

^^g 

BB 

Nonhwest EtTOpe 
Gosoilnc (Argusj Swap 
Contract 

g 

g 

ig 

gg 


SOO 




gg 


European Napwna 
Cal&niirsr Swap Coniract 

El 

UN 

ggg 

ggg 


150 



25 

UN 


■HHI 



^g^g 

ggig 

ggg 

^gg 

^ggg 

l^ggg 

^gg 

ggg 

gggg 

European 1% Fuel Oil 
NWE (NorViwest 

Europe) CstonPar Swap 

g 

UF 

1.500 

1,500 


ISO 



B 

mi 

B 

Europaan IV, runt Oii 
Rr>i*orp»m C.-w-nda' 

Swap Contract 

g 

UH 




ISO 




g 



g[ 

FS 

■ 

■ 


IbONSO 



25 

UF 

uv 

Eu'ucean 3.6% Fuel Oii 
Rotterdam Calendar 

Swap Contract 

g 

gg 

1 500 

1.500 


B 



B 

uv 


3 6% Fuel Oii RPsm v. 
3.S% FOB MED SoteaS 

ig 

B 

■1 

mm 





B 

uv 

Ul 



EW 

1,500^1.500 

l,SOOr1,5CO 





Hi 


uv 













European Jet KoFOser-r: 
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NW£: (Nonhivcsl 

Europe) Cal-jriciar Swap 

551 

UJ 

1 SOO 

1.500 


ISO 



25 

UJ 



g 

B 

! 500 



150 



25 

JR 


European Propane CIF 
ARA (Argusi Swap 

5.S 

PS 

300 

300 


SO 



■i 

Hi 







^gi 


ggg 

■ggg 



ggm 

Mediwrrar.fi an 













Europoan OasoH 0 2 

MEO (MwliierMrrr’anj 
Cale.ndar Swap Comrac! 

H 

g| 

m 



gH 



fl 

B 

g: 







500 



B 

IH 



m 

m 

■■ 



.500 






Eurripcan IJLSO 50 PPM 
EO0 MECJ Swap 

Conl.act 

/33 

EL 

B 



500 



s 

B 

g^ 

European MED Gasoiine 
(Plans) Swap Contraci 


EU 

BH 



■1 



25 

EU 


European 3 5% Foe! Oil 
MED (f^te-ditarranean) 
Caieroar Swao Csntiaf! 

g| 

H 







25 

Ut 


mmniiiiiiii 

■■ 





^gg 

iggg 

ggg 

igg 

ggg 

ggg 

Mifliite Eas! 












NYMEXOAai CrucloOi! 
Calendar .Swap (Plans) 
Conlraei 

m 

DC 


lOCOO 


igi 



2S 

DC 


Dubai Crude Oil BALMO 
Swap Contract 


Bl 




1.000 



B 

DC 


■■■■■ 

■B 

ggg 




ggi 

^ggg 

gigg 


ggn 


Dubai Mercantile 
Exclanaa 












DUE Oman Crude Oil 
Future.i! Centraet (Son 
Dubai Mercantile 
Excriarae Chapter 10) 


OCJ 





H^yi 


2.5 

00 


Due Bisnt Crude 0;i 
Pinanci.ai Corrttaci <See 
Dubai Uercantite 
ExcnaiiPO Chapter I3) 


zo 





^g| 


25 

20 


OME Omari Crude Oil 
riiiancial Contract t.See 
(>ubS' UcrcarUiie 
Extinonge Chapter 14) 

■ 


D 

D 



jjiiiiiimn 

Hi 

B 

2ia 



m 

gggi 

ggBi 

gigg 

ggi 

ggg 

liggg 

gggg 


Bgi 

ggg' 













Japan 












Japan C&F Napinria 

Swap 

Q| 

JA 

mil 

1.000 


too 



B 

JA 


Japan CSF Naphtha 

Crscx Spread Swap 

g[ 

JS 

^IIIIQQQIII 






25 

BB 

JA 













Singapore 













Qj 

M 

7,000 

7000 


mn 



B 

i->7 


Sir'gflpf./ie Oxsoii Swsp 
Contract 


SO 

umii 

BBI 


SOS 



B 

SG 



Ql 

vu 

[11^1 



500 




SG 



g| 

B 

gy 



500.1500 



B 


g 


nm 

■1 

l.SOO 






B 

SP 

■B 


n 


1..500 



jj^gjuiii 




SP 


SingapO'C SSOcst Pudl 

Oil Swn? Gcritrac; 

m 

SE 




islii 



25 

SE 
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Sir!0.ipora :!e0cst 

Oil BALMO Swap 

Corilrac! 


QT 

1,500 

1.M0 


150 



2’j 

S£ 


Siogapo-e ia0«t vp;. 
aaocs! Fuel Oil Sprsscl 
Swap CDniract 


SD 

mg 

■ 


SOfVSOO 



25 

g 

B 

Eufoceao Singapoce 

FuBi Oil 10Oc5t Calsocar 
Swap OfHiitact 


UA 

mg 



m 



B 

UA 



g 

RS 

1.500 



j^m 



B 


■ 



KS 

1.500 

ig 


500 



25 

K3 



B 

nx 

1.500 



500 



Bl 

KS 

B 



ggg 




■gg 

gggg 

gggg 


gggg 


Vessfil Freigm 













B 

Bl 

10.000 



1,000 



25 

TG 




mi 


s.ooo 


500 



m 

TM 


laniWlawKiBB^^Bi 

Q 

TL 

10.000 

10,000 


2.500 



B 

TL 


HBBHI 

mji 

TJ 

^mi 



500 



B 

TJ 



Q| 

TH 


^mi 


1-000 



B 

TH 


Freight flpuie TDS Swap 
Fjiures Cofitiact 


n 


10,000 


2,500 



25 

Tl 



Ql 

TK 


10,000 


1.000 



B 

TK 


Fralght Houto TOS Swap 
Futures Conifact 


TN 

10,000 



1.000 



25 

T^ 


Freight Houia TOIOD 
Swap Futures Conirsct 


TO 

10X100 

10,000 





25 

TO 




■H 


^■ig 

gi^l 


^ggg 

gggg 

ggg 

ggg 

ggg 

Mfltata 






1 






USA 












COMEX DwisiPh- 
Aiuht'hu.n Fulwes Rules 


AL 

5.00C 

e.ooo 


350 



B 

AL 


COMEX OivIslOf! ■ 
Aluminum Futures 

Options Rules 

g 

OA 







25 

AL 


iHiiimii 


HHli 

gggi 

gggi 

ggi 

ggg 

ggi^g 

gggg 

igg 

igg 

BBI 

COMEX Division • 

Copper Contract Rules 

,„ 

noil 

5:000 






B 

HQ 


COMEX Division ' Grade 

1 Copper Futures 

Options Rules 

117 

m 







g 

g 



IQI 

m^jiiiii 





400 


s 

m 




IHgil 

ggHI 

HHHI 

ggg 

ggg 

gggi 

gggg 





mi 





imi 




||R|H 



m 

mi 







imi 

GC 



o 

QO 

lom 




IH9I 



B| 

HI 


HH 

igig 



igig 

HBI 


ggg 

ggg 


^ggi 


im 








Bl 

.St 


COMEX Uivis-ior, - Silver 
rijtums Options RuIks 

ml 

so 







,S0 

Si 


llll^^ljQlllpQIQII^^ 


1.3) 

nm 

^Qum 





ISO 

Ol 


BHHHHi 

mu 

ggg 

gggi 

gggi 

ggg 

ggg 

gggg 

.ggggg 




P'aiinum r utu’cs 

90 

pt 

1,500 

1.S00 

1 

150 



25 

PI. 
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NYWfcX 

Coiitrac! 


PO 

20.1)00 

20.000 






PL 



mm 

mum 


mn^m 









im 

mm 

HI 






2,5 

P» 



mmi 

mum 





mmmm 

mmmmi 


mim 




IH 

[Q| 






25 

ux 



HH 


mmm 


miH 

HHi 

mgigi 

i^^gm 

Hmi 

mmH 

mmm 














m 


Hi 

IBI 



1^^311 


|H 

QS 



mmi 

mmm 


mimn 

mmn 

miH 

migii 

mm^m 


i^mi 

mmmi 


i^m 

or 





650 


50 

QT 



mm 

mmi 



mmm 

^mi 

HHH 

mmuHi 

m^mi 

mmi 

mmm 

iiHiiii 


OR 

1,500 




IIIBH 


BSI 

m 



mm 

^mn 



mmi 

mHB 

HH^I 

i^miH 

mu 

mmi 

IBB 


mm 





^mm 

mmmm 

mmiH 

HHI 

mmm 

miB 



OL 


s.ooo 


200 



m 

OL 


NYMEX CSX COAL 
Sw8ptPI«H? OTC 

Brake;' maex) Contract 

D 

QX 


5.000 


200 



25 

OX 


NYMEX Powder River 
Basin Coal Svrap {Pialta 
OTC CJrckei iniox) 
Cofiira(;l 

Q 

QP 

5.000 

5.000 


200 



g 

B 

B 

wmamm 

mm 

^1^1 




hih 

gmHI 

m^mmm 

m 



Emissions 












Arnijai NOX Emissions 
Aitowanre Vintage 2009 
riiii.irss Contract 

m 

v« 

•1.500 

2.500 


f 500 



25 

ww 


Annijal NOX Einissiorts 
Aitcwartce Vintage 20t0 
Pi.ritires Contract 


B 

asoo 



1.000 



25 

VP 


Annual NOX Emissions 
Allowance Vintage 201 1 
Futures Contract 


YQ 

3.500 

?,OOC 


1,000 



25 

YO 


Annual NCX Ecnissions 
Ailnwsp'co Vmtnyo 20i2 
futures Contract 

Qj 

YR 

3.500 

191 


1.000 




B 



^■1 



^mi 

■mi 

IHH 

mmmm 

mi^^m 

^mi 


mmm 

NVMfrX NOX Emissions 
Allowance FutufBs 
Ccritraci 

m 

ilN 

im 

mm 


mm 



25 

RN 


Sensonoi N(DX 

Ertiisstoi'iS Allowance 
VIniagu 2009 Futures 
Contract 

aco 

D 

2.500 

1.2C<> 


600 


■ 

25 

B 

B 

Seasottai NOX 

Emissions Allowance 
Vintage 20i0 Futures 
Contract 

Q 

B 

2 000 

B 

B 

m 



25 

Y.j 

B 

Seasonal NOX 

Em'aSions Allowrtnce 
Vintsgr, aott Fijiurus 
Contract 

m 

m 

B 

B 


500 



B 

YN 


SeaMnal I'lOX 

Emiss'.or'.s Aiio'.'rarcE 
Vintage 2012 Futures 
CSnlrSCr 

S63 

YM 

mn 

r.OOD 


500 

1 




B 

B 

B 


■■ 

■HH 

^mtmm 


bih 

HHI 

miHH 

mHiH 

mmi 




/82 

H 

umi 

mmi 


l^l 



B 

R.S 


lll^^^^^^^^lllllllll^^ 

371 

g 

2.000 

mmi 


g 



g 

RS 











HIH 



Euri-'puai'i lJni<in 
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AKowaOCS (EUA) 

Fuiures Cc^Xract 

860 

DC 

iO.QOO 

5.M0 


2.500 



25 

RC 


/iiou^rce (EUA; Cc^.-on 
Cor.Sfaci 

869 

AV 

10,000 

5.000 


2,«)0 



25 

RC 


Certified Einisjicn 
Redyct-cn(CeR) 

Fi.i!ufss Cansrac! 


B 

S.tXO 

2.5(K) 





B 

bb 


Cemneci Enission 
Heduciian iCER) QpiiQA 

B 

g| 


IBI 


Bl 



25 

g 

B 


IBII 

HIH 

■■■ 

^■Bl 

igg 

ggi 

gBBB 

bbihi 

bbb 

^bh 

BBB 

Natural Gas 














NG 








NG 



■ 

ON 












IHBB 








NG 


§■■■■■■ 

■H 


^BBi 




BB^^I 

bbihi 

BI^B 

^gBl 

bbh 


■■ 



a. 


1.000 




HH 






HI^H 


^Bg 

ggiB 

gBBB 

igB 

ggi 

bbh 



HP 

1?,0D0 

^^9 





100 

HP 



B 

,N 


12,000 



t.OOO 


100 



Henry' HuC Natural Qas 
PenuHmiate Swap 

FuturtiS Contract 

g 

NP 

12,000 

12.000 





100 

Bl 


NYMEX Natural Gas 
ntlNYFuiutcs Contract 



12.000 

taooo 






HP 














Henry Hub Financial 

Last Day Futures 

Contract 


HH 

12,000 

12,000 




1,000 

too 

H„ 


Henry Hub Swap 

Futures Corttract 

ig 

NN 

12.000 

12,000 




1,000 

B 

HH 


























Appalachia 












Oprnininn Basis Swap 
(Plans IFERC) Contract 


PG 

10,000 

10.000 


2.000 



26 

f’G 


Cornlnion Natural Cas 
!nae» Contract (Piatl 

Gas Caiiy/Piatts iferC) 

Q 

,K 

10.000 

10.000 


bb 




IK 


Oominltxi, Soiitn Peirit 
Natural Qas Swing 
Coniraci (Plans Gas 

Daily) 

784 

SH 


10.000 


2.000 

m 

B 

2S 

SH 














CanaJian 












NYMEX AbCO/NIl 

Basts Swap 
(NGX'CGPR) Contract 

g 

» 


10.000 





B 

g 


taaMM 


PI 

gogil 

10,000 


bbb 



m 

p, 



BH 

ggi 

ggg 

l^gg 

gig 

BHB 

Bl^BH 

BH^H 

^^g 

ggi 

b^h 


imiiiii 

mn 

>0,0(10 

IIIIQIIIIIIIIII 


2.000 



25 

DW 


Dawn Natv-ai Gas S'vi-j 
Conircict (P-ails Ghs 

Daiy) 


OVY 

10,000 

n^niiiii 


2.000 



B 

^B 

B 

Oawii Natural Gas Inviex 
Dsiiy/pLtsSFERQ 


lO 


IQ^jjll 





B 

B 

B 

|■|||||■|||■|■ 

HH 

HHH 

ggg 

ggg 

mmii 

gBI 

igBBi 

bbbb 




NYMEXS-rnas Eia5:S 
Swap (Hiatts lEtnC) 
Cimract 

Bj 

Hm 

HH 


g 




25 

B 

B 

Suinas Natural Gas 
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1'- £ < Tc-l ’t" I !t 

G-’bf =■ fit tl-EPC) 

/97 

,u 

10,000 

10 000 


}.0«) 



25 

lU 


Swing Cont.-ac; (Piatis 

Vif'.S t'OI VI 

789 

SU 

10,000 

10.000 


1.000 




SU 














Citvgates 












NYMFx Chicago Qatv? 
Swap (N<ii) CO'ilr.ic! 

5,V 

NB 

iO.OOO 

10,000 


2.000 



17.S 

NB 


Chicago "Pips' Option 

51 7a 

PY 

10.000 

10-000 


^QQI 



25 

I^Y 


Chicago Nauirat Gas 
ll■■cox Co'itract (Plat'.f 

Gss Uciiiy •' NGi'.i 

g 



H 





B 

IS 


Chic-ggo Natuial Gas 
Swing Conhaci (Piahs 

Gas Daily) 

Q 

s? 




B 



B 

ss 



■■ 

I^BI 


■BB 

QBi 


IBHB 

Bjll^BI 


l^^B 

QBI 


Q| 

rur 




gl 



B 



■■■■■ 


[IBB 

BHH 



BHB 

IBIB 

IBIH 


IBB 

■BB 


Q 

PC 




1^9 



175 

-j 




cw 

10000 

10.000 





25 

IB 


PG&E Ci^gate Naruisi 
Gas Index Contract 
(Plan Qas naityi'NQO 

Qj 

m 


rOOOO 





25 

(K 


PO&E Citygats Natural 
Qas Swing Coniraci 
(Plans Oae Da'iy) 

Qj 

SK 

10,000 

to.ooo 


a.000 



25 

SK 






B^B 


IBB 

qBBB 


QBB 

BBI 

BBI 

M-3S&61S Swap (Platts 
IFERC) Cortiraci 


NX 

10.000 



1.500 



B 

im 


TSTCO M-3 Natural Gas 
Index Contiaoi (Plat! 

Gas Daiiy/Piaits irF.RC; 

Q 

IX 

10,000 

10.000 


1,500 



as 

« 


TeTCOM'3 Natural Gas 
Swing Conlraci (Plaits 

Gas Daily) 


SX 

tO.OOO 

10.000 


BBI 



25 

IBi 








IBB 

qBBBI 

bbbbb 

QBI 

Q^B 

^bb 

NYMEX T'anstoZone 6 
Baals Swap (Platts 
iPEHC) Co'^ract 

Q 



QB 


t.OOO 



H 

NZ 


TRANSCO rONtiC 
■pips" Option 

m 

T2 




1.500 



B 

rz 


Transco, 2or>c 6 Naiiifai 
Gas Index Contract 
(Platt Qas Daliy/Pianr, 
IFEflC) 

799 

„ 

10,000 

10000 


1 500 



2S 

IT 


Trarisco, 2one 6 Natural 
Gas Swing Contract 
(Plaits Gas Oeiiy) 

Q 



to 000 

1 

BBI 



25 

ST 



HH 

BBH 

BBIH 

qBB 

QQQ 

BBBI 

bbbi 

IB^BB 

■BB 

bib 

^Bl 


HH 

bbi 

I^BB 










NVMSX Nnuslon Ship 
Ch.wrtoi Basis Swap 
(Piaito tPEIlC) C.nr>tr«ct 

IQ 

B 

^B 

10.000 





25 

B 

B 

Houston Ship cnannel 
■pipe" Ootion 


[m 

IHQH 

10.000 





2.5 

iBH 

Bi 

HnuSlOn Ship Chisr.i'fli 
Natural Cics Indtx 
Concraci (Piaits Qas 

Daily (Plans iFtRC) 

703 


m 

lO.uOO 


■ 

■ 


25 

D 

■ 

Houston Slip Char.rai 
Nalunsi Gas Swing 
Conrioc; (P.aus Gas 

Dabyj 

Q 

SM 

10,000 

bh 

■ 

m 



■ 

B 

■ 














BBHH 

■1 

n 


'■H 


Bi 







B 

B 

BB 

Bi 


B 



■ 

■ 
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NGPL TcxOk Naturni 

Gas Swing Conifacl 
{Plaits Gas Daily) 

821 

OX 

10,000 

to.ooo 


1.000 



36 

OX 


NGPLTvxOk Naiuai 

Gas IriOe* {Plan Gas 
Daiiy/Piatis IFERCI 

g 

B 

^g 

Hgi 


gH 


■ 

■ 

B 

B 


^■1 

HHHi 


l^ggg 


gggi' 

gi^gigi 

^gggi 

Bfll 

ggg 

ggg 

Osianoma 

______ 












wsBBlMaflMHISiHgB 


■B 




Qi 



m. 

Ugl 


WMWM 

g 

so 




g| 



m 

^gi 

B 

AHR OkiaAcP'ia Nai-jrai 
Gas nc'ex Conttac! 

(Plan Gas DaiiyiPians 
IFFRC) 

g 

B 

■ 



500 


■ 

g 

B 

[| 


■■ 


gg^g 



HIH 

^ggg 

gggg 

gig 

j^gg 

ggg 


B 

gm 

10,000 






2S 

gg 


CenisrPoinl Na.iural Gas 
Swing Cont'ac' (Plalls 
Gas Daily) 

g 

vx 

10,000 

10.000 


igi 



25 

gg 


CsnierPoini Naiurai Gas 
Contraci (Piati 
GssDaiiy/PtanslHEnC) 

B 

■ 

le.ooo 



2,000 



25 

« 




l^^g 

HHH 

^■gg 

^ggi 

ggg 

gggg 

g^gg 


l^^g 

gggi 

WGPI,. Mifl’CoA Oas's 
Swap (Platts IFrPC) 
Centfaw 

ig 

ML 


gg 


500 



175 

g| 


NGPL MiciCofi Naiu-ai 
Oas Swing Contraci 
(Ptatis Oas Daily) 

g 



10.000 


igi 



25 

PX 


NGPL MOCon Nalnral 
Gas indsx Contract 
(P)aTl Qas Datiy/Pieiis 
IFERC) 

313 

IW 

10.000 

10.000 


500 



25 

IW 


■■■■ 



^ggi 

gggi 

ggg 

ggg 

ggggg 

gggg 

g^g 

ggg 

■Bi 

NYMEX ParitiancJle 

Basis Swap (Platts 
IFERC) Contrsci 

g| 

PH 

10,000 

10.000 


l^g 



gg 

PH 


PANHANDLE "Pipe' 
Option 


PU 

10.000 

10,000 


2.000 



m 

PU 


Patthandle Natural Gas 

ir idex Cantraci (Plans 

Gas Daily ' Platts 

IFGRC) 



lO.OOO 

10.000 


2000 



2S 

IV 


Partitandle Nstutal Gas 

Swifxg Contract (Pi.stls 

Gas Daily) 

ig 

sv 



to.ooo 

igg 


g| 



25 

sv 



1^1 

gggi 

gggi 

BBBi 

gggi 

BBB 

gggg 

gggg 

B^B 

ggg 

ggg 

Louisiana • Onsnors 
SoutP 












Henry HuQ Natural Gas 
ircex Contract (Plans 

Gas Daily •' Platts 

IFERC) 


gH 

to.ooo 

10,000 



Bi 


25 

IN 



gg 

IflBB 

BBIH 

igg^g 

gfHg 

,ggg 

^gi^g 

ggig 

.ggg 



Hanry t-fuC Nsturai Gs? 
Swing Contraor {Putts 
Gas Dai-iy) 

ig 

iBI 

gg 

10000 


gg 



gg 

SN 



iHB 

IIHB 

gggg 

mm 

iBH 

iggi 


i^^gg 

j^^g 

.fli^g 

^ggg 

NYMEX Her-ry Huu 

Danis Swap (P.'ailf 
IFF.BC) Contract 

H 

HD 

!?.000 

gg 

■ 

2.000 



g 

g| 

g 



iBBB 

:flHBl 

IBH 

'BBI 


iBiBlB 

ijggggi 

iggg 

^gg 

igi^g 

ANR Louisiana Basis 
(Plans iFGBCi F.jturos 
Contrac: 

D 

ND 


ggi 


Bi 

BB 


IB 

g 

iB|i 


iBH 

igg^ 

iBBBI 

IBBH 



H^ggg 

il^BIH 

iggg 

BI 

IB^B 

Cokirntiia Gulf LO'jtsiana 
Basis Swap (Piatt* 
IFCBC) Contract 

638 

GL 

10,000 

10,000 


SCO 



.86 

06 
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FG'I Basis 

(Platt;. IFEl'iC) f'uturcs 
Ccnlrac! 

306 


itt.rxin 

10000 


500 



25 

FP 















m 

NV 




Bi 



,« 





gig 











1^1 

n 


10.000 


^9 



?5 

sz 




g^g 


gigg 

gggi 


^ggg 

gggg 

gi^g 

i^gi 

ggg 

TCO Basis Swat) {Platts 
IFEHCiCo.atiact 

Q| 

TC 

1Q.000 



^500 



175 

TC 


Te,',fes5=e5Q0 Ug 

Basis fPiatts iTERC) 
FatyfCS Contract 

B 

NM 

10,M.«0 

10.000 


igi 






Tennessee Zens Q Basis 
(Platts IFERC) Fdlutes 
Contract 

B 

NO 

tD.iWO 

gg 


g 



B 

NQ 



HH 

gig 



ggg 

l^gg 

g^gg 

ggggg 


f^gg 


WiSRlHgSBiaSWilBi 

m 

TE 

10,000 

10.000 





B 

TE 




ggg 



ggg 

^gg 

ggg 

gggg 


ggg 

g^g 

Texas Qas. Zone SL 

Basis (Piaas iFERC) 
Futujss Contract 

g 

B 

10.000 

10000 





B 

B 




l^^g 

l^gg 

ggg 

^gg 


ggggg 

g^^gi 



gig. 

Ttansc.0 Zone 3 Basis 
Swac (P'atis IFERC) 
Contract 

g 

1 

cz 

10.000 

10000 





1/5 

cz 


HHHHH 


gig 


l^gg 

igg 

ggg 

^ggg 

gigig 

^gg 

gig 

ggg 

Tru'Miitc LA Bauih 
(Plans IFERC) Futures 
Coniract 

g 

NU 

10.000 

10.000 





B 

gg 














Mjssissipi::i ■ Aianarna 












Transcc Zone 4 Basis 
(FinrtK iF'ERC) FdtWCS 
Comraci 

g 

tH 

gi 

10,000 


300 



25 

■| R 





■gg 

gggg 


ggg 

gggg 

g^ggg 

ggg 

ggi 

gigi 

Now Mt’xico • San Juan 
Basis 












NYMFX .San Juan flasis 
Swap (Piatw tFfcRO) 
Contract 

g 

gH 


10.000 


2,000 



25 

N.i 



||B[| 

p.i 

ggg 

i^HH 


ggi 



25 

f'j 


San Junn Natural Gas 
tncpx Cofitrar.l (Piatt 

Gis.s Caiiyr'Plotis IFERC) 



gg 

l^g 


2,000 



25 

u 


San .Juan Natural Gas 
Swin.j CttnlrauT fPinits 

Gi.s Dai'y) 

B 

SJ 

gg 

gg 





25 

SJ 














Permian Basin 












Ps-rmian Basis Swap 
(Platts IFERC) Ccnt'act 

€50 

PM 

10.000 

toooa 


a.ooo 



175 

PM 


Psrnsn Ntiiurai Gas 
Inco?. Contract (Ptairs 

GaK daily / Pititrs 

IFERd 

TOt 

IL 

HXDOO 

io.(»o 


2,000 



25 

IL 




SL 

10,000 

to,©’*) 


2,000 



25 

.5L 














NYMEXWaha Basis 

Swap (Plats IFEmC) 
Futures Coiitrs.ct 


NW 

10.(100 

10-000 


2 000 



.s 

NVV 


Wail.! NKturrtl G;-;s InOiix 
Ccmraci 1 Plans Gas 

Dairy pisiis iFERCi 

fOO 

,v 

10,000 

10.000 


2.000 



25 
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'A'ans Ci-3S 

Swing Contract (P'aUs 

Gas Daiiy) 

7SS 

SY 

to.ooo 

10000 


2,000 



25 

SY 














IteKins 












Kctn Opal Na!u:al Gas 
Swing i.'on'.tai:! (Plaits 

Gas Oai'y) 

IQ 

m 

10,000 

10.000 


HQHH 



B 

B' 

B 










25 




^■1 

IBH 




QHi 

IHHH 

om 

■QQ 

■QQ 

BQI 

NYMEX CIG RccKias 
Basis Swap (I’tatis 
iPtHC) Futures Oontracit 

Qj 

B 

IQII 






3S 

Cl 








II^H 

IQQQQ 

QBIQ 

im 



iaaBBBlIBHiaglHg 

S 

T. 




mn 



B 

TA 


■■■■■■ 

■■ 

■IH 






■QQIfl 

QQII 

HH 

B|B 

NYMEX Rockies Basis 

SwapiPlattsirEBC) 

Ccniraci 


M 

10,000 

10-000 


2.000 



B 





2B 

10,000 

10-000 


2-000 




|BQ 


Rgskies Natiifs' Gas 
tiiclex Contract (Pi&tt 
GasDsiiy/PiaitsiFGRC) 

Qj 

B 

10,000 

10.000 


2.000 



23 















South- Corpus Chnsti 












TETCO STX &asis Swac 
(Piatis )FERC}CQiiiraci 


TX 

10,000 

lO.OCiO 


1,000 



175 

TX 


wmmmm 









■Ql 

QQQ 

BjjB 

Oihrtrs 













Dernarc Gasts Swap 
/IfJatis IFEHC) Ccintrattl 

^B 

PI- 

10,000 

10.000 


1.000 



B 

PE 


nemare Natural Gas 
Swiny Contract (F'lails 

Gas Daily) 

Qj 

DT 

10.000 

10,000 





25 

DT 


Do marc Natural Gas 
in«o> Ctjr-rtract (Piatt 

Gas Csiiiy.'PlaHs (FERC) 

Q 

B 

10,000 

10.000 





25 

Dl 



^■i 





HHI 


nnnnn 


on 


Msliii Basis Swap i.NGi) 
Cofit/aci 


PS 

10.000 

10.000 





B 



■■■■■ 

imii 

QHQ 

HHI 

om 

QQH 

HHI 

QQQQ 


QQQ 

HH 

■B 

NYMEX SoCal Basis 
SwoD(NGl)Contfae* 


NS 


10.000 





mm 

NS 


SOCAL 'Pips'- Option 

S20a 

ZN 

10.000 

10,000 


HHI 



25 

.2N 


SoCa) Natural Gas inOcs 
Ccvtlract (Piatt Gas 
Oaliy.'NGi) 


B 

to.ooo 

10.000 


2.000 



25 

IF 


SoOal Natural Gas 

Swing Contract (Piaits 
Gas Dajiy) 

B 


QQ 

QQ 


2.000 



2S 

SF 


HIHHHH 

HH 

QQQI 

H^^l 

Hl^l 





1 




im 

PF 

10,000 

10.000 


2.000 




PF 



Qj 

VS 


^^Q^jjllll 


2,000 



B 

B 


Ventura Natural Gas 
inuax Contract (Plat? 

Gas aaPiy/Piiitif IFEHC) 

g 

B 

IHi 

nmgiiii 


2.000 



25 

B 

B 


11^1 

HUH! 

HHH 

IHHl 

HHI 

HHI 

IH^H 

HHHI 

HH 

HH 



HI 

HHI 


bhh 

'HHI 

QQQI 


IHHl 

^Hi 

.hh 

■■■ 

ijqueil^d propane Oas 
F'jiuras Contract 

230 

FN 

1.000 

1.500 


250 



25 

PN 


M; Belvieu P-opaiie 
(OPIS) Swap 

SSI 

PT 

1 soo 

1.500 


250 



25 

PT 
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Future.- 












D.-3yLMPSw,-?p;PJM 
inlerco.-oieciio-'., I.IC) 
Futures Comracl 

637 

JD 

5000 

5,000 


3.000 



' 



PJM Caie,odar-Mor,ih 

LMP Swap Opiicn 

3B0 

JO 

5.000 

5.000 





25 

JM 














NYMfc'X NVISO /tcru-i A 
Calendar Dav Peak 

LBMP Swap C..-.ni(3Ct 


g| 

g| 

■i 


i.ootvi.ooo 



B 

g| 

g 

NYMEX NYlSO^onc A 
Olt-Pea'K IBMP Swap 


g| 

Qg 

igil 





B 

g| 









giggi 

gggg 

ggg 

^BBI 

ggg| 

^4YMEX NYiSO Zeee G 
Caier.car Oay Peak 

LBMP Swap Conirac! 

g 

HQ 


10.«)0/10,000 


I.OOQ'I.OOO 



B 

GN 

KG 

NYWEX NVISO 2p(ie G 
Off-Peak LBMP Swap 

B 

KH 

5,000 

S.MO 


B 



B 



_____ 


Di^H 

Digi 

_gg_ 

^Dg 

ggg 

gggQ 

gi^gil 

ggg 

BBB 

gggi 

NYMEX NVISO Zone J 
Calercar Day Peak 

LQMP Swap Contract 


j^H 

10.000('10,000 

lO.OWl'IO.OOO 


I.OOOrl.OOO 



2S 

g| 

KJ 

NYWEX NVISO Zone J 
Off-PeaxiBUPSwac 
Contract 

g 

KK 

S.COO 



500 



25 

XK 


HUH 


D^D 




BHI 

gggg 

^ggg 

g^g 

ggg 

^gg 

NYMgX Michigan HiB 
Calartc!ai'-Monin LMP 
Swap Coniraci 

B 

HH 







25 

g| 

gi 

NYMEX Micri-gan HiiP 
iCft-Peak IMP Swap 
Contract 



5 000 

5,000 




B1 

25 

g| 

B 







ggg 

gggg 

g^gig 

gig 

g^g 

ggg 

NYMEX Minnesota Hub 
Calendar-Mooth IMP 
Swap Contraci 

B 

LM 

5.000 

gg 


300 



25 

LM 


NYMEX Minnesota Hub 
Ott-Peax LMP .Swap 
Coniisct 


I..J 

5.000 

5.000 

1 


500 



?S 

B 





gggi 

^giH 


gi^Q 

gggg 

l^ggi 

ggg 

^gg 

BB 

NYMEX MISOlirinciS 

Hub Calpnoor-Montn 
iJytP Swap Contract 

IQ 

OM 

1 

5,000 

5,000 


500 



25 

OM 


NYMEX MISO tlllnois 

Hub Oft Peak t MP Swap 
Ciiktiraci 


OJ 

5,000 

-5,000 


500 



25 

OJ 



■H 

gi^H 

ggg 

^HIH 

^gig 


gggi 

^Qgg 

gg 


ggg 

Npnnsm Illinois Hub 
CafanciBr-MonTh iJyiP 
Swap (IMM 
trtBnajnnat.'tinn, LLC) 
Contract 

763 

UM 

H 

llllllllll^^ 

■ 

stto 

■ 

■ 

25 

UM 


NYMEX Nortiorn Hlinoi.S 
Hub Caiencar-Dsy lMP 

SwaprPJM 
tntsrcoirnection, ULC) 
Contract 

763 

uo 

H 


■ 

SCO 

■ 

■ 

25 

UM 


NORTHERN (LLINOIS 
Calerdar-Montn I MP 
Swap C^iion 

g| 

ou 


mn 


mi 



B 

UM 


NYMEX Nonhorn llfirois 
Hun Ofi-Fcak l.Ml’ Swap 
(P.tW Norconnotiion, 
LLC) Conl-act 


im 

m 

S.(HX) 


500 



■ 

HI 

■ 

HHHHHI 


iHBI 


\m^m 

IHBi 

IBBi 

igggg 

gggg 

i^gi 

.ggg 

^^g 


ID 

BH 

wm 

nO.OOOr'tO.OOO 


I.OOtVI.POO 



Hi 

.jjjllllllll^^ 



D 

!HH 

lO.OtXl'lO.tXlO 

|Di 

Hi 

I.OiKVI.OOO 



25 

liHI 

KG 


ID 

im 

iQygllllgQ 


IHl 

1.000/1.000 



25 

JN 


- 




BBS 









httD.V/www.nvmex. com/rule main.asDx?De=8 
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NYMEX AEP-Dayu 
Hub C3ie:iciar-Mc:i 
LMP Sv.'ap (PJM 


NYMEX AEP-Oayton 
Hub Olf-P-yak LMP Sw 
(PJM imerconrsaiion, 
LLC) Cofiiratl 


G2ier;0ar-M0Mh LMP 


NYMEX Cnietgy Hvb 
Calendar Day Peak LMP 
Swap Ccntracl 


NYMEX One-qyH 
Off-Peak LMP 5w. 
Contract 


NYMEX ISO Naw 
Engtsna Inteniai Hub 
Peak 1..MP Swap 
Contract 


NYMEXtSONovi 
Englano ir'isrnai Hub 
OsIcnSarUay Peak LMP 
Swap Cot\tracl 


ISO New EnglsrpO 
Cfllenear-Moriin LMP 
Swap Option 


NYWEX ISO New 
England internal Hub 
Off-Peak LMP Swap 
Contract 


NYMEX ERCOT Broker 
Soutn inrjex PesXfSNL 
Energy) Contract 


NYMtX ERGOT B'Oker 
South Index Caicnttat 
Day Peak (SNl Energy) 
Cttritrfl.ol 


NYMEX Dow Jones Mid- 
Colurnbta Etsethciiy 
Price Index Swap 


NYMEX Dow .lanes 
NP1S Electricity Price 
Index Swap Contract 


NYMEX Dow Jt::'Cs Pal 
Verde Gieetticiiy Price 
Ir-dex Swap Contract 


NYMEX Do'.v Jeoes 
SPiS Electnci'.y Price 
Index Swap Contrac! 


Ecuity i'';Oex Coctra 


http://www.nymex.com/rule_main. aspx?pg=8 
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N.clionai Properly 
Catastrophe Options 


XV-J 

1.000 

l.tUO 


250 



1 

wu 




^■d 

■■dH 

dHHl 

imH 

mHHi 


^■miH 


HH 

did 


■ 



mm 


250 



■ 

H 

■ 

— 


D 

[m 



m 



H 




lllllll 


mudri 




imHHi 

mnHi 

umi 

HHi 




WF 

Hi 



3BO 



' 

WF 


Calastiopha Outiot's 
Cc-ntraci 


XF 

Hi 

ig 


a 



1 

VVF 














Sell CommodKies 












liiHIH 

Q 

a, 

6.000 






di 

■1 


■HHHH 

:^Hi 


-ilHi 

HHH 


HUH 


BHmi 

Hii 

IHH 

:mdH 


[|Q|| 

KT 




■1 



di 

■i 




HUB 

HHH 

HHH 

mimH 

numi 

mHHii 



jf^BI 

ddi 

: NVMEX Ceftttn Futures 
i Contract 

Id 


nr" 


3.50n;6.000 

50 



^Bi 

TT 



imm 

HIH 

'IHI^H 

IH^H 

mmH 



^imHi 

HH 

mHi 

idHi 

NYMEXNu. 11 Sugar 
Fuiures Contract 

iBI 


i^mii 

IQQIII 





dl 

YO 














t^urruncy Ctimtnoailics 












NYMEX Ctitum&ian Peso 
Futures 

^9 

VE 

IIIBI 

12.000 





BB 

VE 


■■■■■ 



^HHI 

iBimi 

mHH 



Hmm 

HH 

.mHii 

H^di' 

“ Limit applied on a GROSS Long or Short 
basis 




1 


1 
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,9,27 expiration and Current Delivery Mcnlh Pcs-tiiin Limns {Arrsendsd: oa^a/SS. CC-'H'ra. 0683/90. 0<I,8a-M. iar(ia'92, OgWUCl, 0129.86. 09/-27/'Mi, 10'-17.r96. Ofl/11/-97. a7/1{i/98, 
05/04'0() (i|..)litlGri and Amended 0615/2001. Airiitrided- 07;i2n2W)1, 12.80.8002. 04.^68003. 06/2003. 1284.'2003. 01-04.'2004. 03/1120(:'4, 04/30/-2ra4, 0f>'07;2004, O7.'26.'2O04, 
08/19.i2004, lO,'OW2ri04 1 1/01/2004, 0Zm/2C105. O2;T0'2O(H. 0-i'11/200S, OamaClXIi.. 04/12/2005. 04./2S/2005. 05/D9.'2005. 0&/18--2095, 0/.'28r2a0S. 99.81,/2005, 09/29-3005. Oi/11.2906. 
02/2 1 '2006, 3/iO,-2iX)6, 05./03.2006. 1 1/29 2006 1 2 22'r'nc S.'3'2007) 


hltD://www. nvmex.com/rule mam.asDX?D2=8 


6/6/2008 
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A'juiidt IvL-c (AJcie;sdia'1&i36;Amerii«J01.-11--<F7.Ce.«a'O/) 

^ kx-Tiit-1, r ->un =^ic E na ■- le Hrrdgii^y Tfatxsacfiar.s- {He5;f€dST«Arr*iweoO&'l¥aMl^ 

Are Jou ' 10.af nAf187 lO’ Cl Q9P') n.'2f,-9i. Oa'SS^S. 04.^^ 07/ia-93. 04A)9r‘99. l£'22-'2066) 

ipiP ‘ ° ’ ■"•"I '.re'r uefroriCcmipaJiiySwMTfar.ssctions, (Ainsf>de(i;Oa'2a'8a.11.^‘9O.Oft'11/92.n3(25-94,0P/!5a0Oi, f2:22'200&) 

9 zBA E«?np!ions i'on> Poswic'ri Liriiis Id' E^i^dure AssofialofS w-ith NYM6X Pi^icai vereus Cash SetBe-'J Afinttags Trer;sacBors: {Ama'iccct i t.'29'200i>) 

^UH Nr I e 'A I df 9 lUb Ofl 29 d8 02/13)09. Q&NS^OI) 

J 1 Ro) <ci H ocib NT X-..r-lP' i9 16 0C Oo/O-V'S?, 0&'2a‘aa. 02/iaia9) 

9 eAO t !bftF>ro-i') An rr-r or Jb B6 oyo-t.’07 (B.'Sft’-aB. Ofe'IS'aOO!, 12:2e;2CK)6> 

9 n Po J- R " ' tj A rerfl-j O'" lo.dn nr OA/ST, ll.-oa-as, tM.'25.'91, OfrOI/aa, 0^13/92, OE/aa'aA, Ih^gnaoce, 05,’33>-20a7'i 

n 34 Rr.Fr!!lir.g |r•v•G■l^: iRiiie 0 <4 Rrr n ri-" , 9 35 arwai-ienijea 0sl/16>a6.(fe.W;07. oa'SI.'S?. 10?t)2,‘M. la-iaao. 04/20/92. 06.Ci5.'9?., 09/1?, '92. iO;02.-9?., n3.N5/93. 

G.n.'-'’'l.'np 07/10/96 On.-P A-Pfi O tp ns Ca O O Ua/lMOOl. 07.^?;-2001.04,W2C!e3,06.'2Q03,03;-19^2004.0&07/2004.07/26.'2004. Oa/ta/’OtlA, 10'0!/2004, I l •■01.^0P4. 0?710.'2005, 
12112015 (VlrtcCKJ*- Qn7-''C jr 12,2005 (H25/2<»5. 05.'ia^»5. 07./»-2005, 01/1 1./2006, 02421/2006, OaMa/2006. Q5.-'0rv2O(H5) 

9 35 A:iq-frim,orr .RuleS -'iS rcnjr'Ccred :i'i 9 36 anfl ani-Miiled: Oa/1B.Wi. (Ru'e 9.36 renun'tiW-Jd as 9.35: 05/04W: Amfei-itO 06'29/8a) 

3 ir 1 ’ r-a I (A 'I } )a2S) 02 1" 09 OO.a/i'SO, 09/2ftl!)3. 01/22.^1 

9 m A|u "ji • s-f fivr -11 (A idst-art. 09'2().-a3) 

1/ fi< Q r lU ( ( Af'" Ctfta-ir.ij Wennors anti Float a-ottcrs: HRcnunSerad fr:-,-n CMe 9.40 to 9.37 on lamMOA) {Allopl.ad: 09.'<!7/96; Mc!:Br'.>6(J: OT/OH/Oi) Rulto n 2S rdnuntcrctj 
as Pule 9.40 0t>'15;2002ll 

9.3/A Heser'.'erl fiotmetf.') Usa 0( Cor-,rr;ori AWS Operators by OcarihqMeuRbefS. (Adopletl: 06r24/93-, Resen/et! 07/03/00) 

<5 30 psniriDaiicm 0“ HYUrx Float Members id Special Ptcgiam ter Oxer-ibe-CoyniS' Trading witti FCM Guarantee: iTormetiy) Trade l.i.-ni! Mcmloiing Systen. (Adopted: i)G;24;93; 

R't \ 7 Ou^rj Currem Rt/ie adcpied I0'0&'200-1! 

Q .30 SngDa: capiial Pinv^tior' e C» rr.q Menaets Gi;3!snteer.ggnc! CreaiirgciTC Coniiacis Executed oy NY^JIex FloortJteiriyers: (iormePy) Akino/zeci Comnumcaitons (Adoptea. 

I6 '■4 17 R ' v,cd 07/08/00. , Cui'd.'.: Rule adapU'd IQ O&^OOe) 

d Afir; Cir'enng Ropuirerrrris Ipt 0;ii>at:r.5 o’ Over tho-Ooi^ior Optical Ttanseclidns si f At^iange- Des-gnaled Pari niituel Auct.ons' (Adt^tod: 'Q/0SV7C104) 

9 41 SoPCiai Capital P'eyisiors (er Cieanng Mcmnr/is Gnstentpcirig snC Cicanng OTC Co/itrajis Exesiited by NYMEX ptoor lA’tr.Dc’rs- (Amerdod: 02/04-'20D5) 


http://www.nymex.com/rule__main.aspx?pg=8 


6/6/2008 
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KDmfl Aitsul tl)8 €xcti3nge 




Vsrkels EUucatien Visiitv^ Resnrus s(iareR(M<l«r ll^aiiQn* 


^JiNYMEX 


Exchange-Wide Margin Requirements 

I 

* NyMEX_P,(visjon 

CME,Glo,b.e,)C®,LjStfi'S.':i').a.ricially-Settlcd &,rLt!Ny’'*,Fijh,irss 

C.pMEX Division 

NYMgXCleafPQrX jt- 

Tief fleouirements 

View Inter-CornrnpdiSy, Spread Cedits 


H you woiSd like to receh/e e-mail noWicaSiens 
when Exch^e margins change, p!ci<s e enter yrxir 
e-fna>) address below, arxl click suDnwt. j 


NYMEX Division Margin Requirements 


Cwnmodity 

Outright Margins 

Add'ilionat 
Spot Month 
Assessment 

Intra/inter Commodity Straddle Margins | 

Symbol 

Name 

Clearing 

Member/ 

Malrttenance 

Member 

Customer 

Initial 

Non- 

Membor 

Customer 

Tier 

B 

M 

B 

B 

1 

m 

B 

TierOi 


Crude Oil 

9B9S 


^^99 


111^9 

BBS 


BSH 

BE 

B 

ED 

B 

N/A 


Nalural Gas (Tier 1) 

mniiiiiiiiiiiii^iQ^^^ 

msm 

9^09 

besb 

9E@ 

BS 

D 

I9B 

B 

99 

93 

939 

IsyA 

IB— 

Natural Gas (Tier 2) 



BSE^3 

MiA 

199 

Rgg 

99 

99 

99 

B9 

WH 

39 

N/A 




91^93 

9938^3 

N/A 

■9 

ESS 

193 

E5 

BQ 

ED 

39 

39 

N/A 


Natural Gas (Tier 4) 

BHEBI 

993iESS 

99^3 

N/A 

B99 

BQ 

999 


■a 

BSQ 

MH 

39 

N/A 

CBI 

Natural Gas (Tier 5) 

9991393 

99^ESi 

■ESS 

N/A 

99BS3 

EZI 

99Q 

1^ 

^B3 

BBS 

wa 

39 

N/A 

mm 

Natural Gas (Tier 6} 

9IIII^B[B2 

9939 

^9^@ 

N/A 

9^^Q 

99 

EQ 

EB 

99 

^9!3 

EH 

39 

N/A 

I^HI 

Natural Gas (Tier 7) 

99EE93 

9939 

99^B 

N/A 

9BS 

93 

19 

be 

9BI 

ED 


ED 

N/A 


Natural Gas (Tier 6) 

99KB3 

9939 

99^ 

N/A 

■B 

IB! 

ggi 

119 

Bran 


EH 

1^2 

N/A 

1291 

Natural Gas (Tier 9) 

99K93 


99^^^ 

N/A 


EZI 

m 

ES 

■a 

BB1 

99 

EH 

5250 

ESI 

IBBOBSHli 

9HBS 

9^93 

B533S 

BIBB&y 

B93 

99 

BZS 

BH 

B 

EH 

98H 

9?H 

N/A 

If 

Heating Oil (Tier 2) 




N/A 

■B 


19 

EB3 

B 

■a 


n 

39B3B9 


Healing 01! {Tier 3) 




N/A 

993 

WH 

533 

BBH 

E99 

EH 

HI 

EH 

9BflH9 



99KSEESI 

99^9 


N/A 

^99 


99 

RBM 

ED 

EH 

EH 

EH 

N/A 

R8 

RBOB Gasoline (Tier 1 ) 

HBSSS 

BESS 

BEEB9 

995S^ 

993 

9ffll 

19 

9BH 

9?IH 

9SH 

9SB 

39 

N/A 

i^Hi 

RBOB Gasoline (Tier 2) 

HHE99 

B99 

B^^^3 

H'A 

IBS 



Bffil 

ED 

EH 

EH 

EH 

m 

E9I 

RSOB Gasoline (Tier 3i 

99KS9 

19^9 

9E^^ 

N/A 

999 

ESS 

RS! 

EQ 

ED 

ED 

EH 

ED 

N/A 

(SBH 

RBOB Gasoline (Tar >1) 

HHESEE3 

mmm 

^9BE3 

N/A 

999 

99 

KS 


ED 

ED 

EH 

39 

9933991 

B£ 

Russian Export Blend 
Crude Oil (REBCO) 

f7,CW0 

$7,700 

$9,450 

N/A 

19 

B 


IB 


fill 

E 

BH 

N/A 

.ew 

Pi'opana Gas 

19112^^3 


99E^ 


9E33 

ES 

B3S 

9!i!l 

99 

999 

B 

9SH 

N/A 

.QU 

CAPP Coat 

99E!I^B 

^9901 

BBSS! 

BEES9 

993! 


9^9 

BBB 

99 

98H 

98H 

39 

N/A 

9Bi 




99^^ 

n-A 

99^ 

rm 


191 

ED 

99 

EH 

ED 

N/A 

mm 


991^^3 

9939 

99^ 

W'A 

9B 

19 

MB 

EQ 

ED 

BS 

ED 

19 

N/A 


Platinum 



9B^ 

91^^S 

1^93 

Ml 

B 

9S9 

BS 

99 

2D 

993 

93HH9 

■pA 

Palladtum 

llliB59l 


9II^^S 

9939 

B^S 

1^9 

m 

BS 


999 

39 


N-'A 

911 

Hflciling Oil Crack 
SpredrJ Oplioits 

S600 

S660 

$810 

N./A 

II^B 

iBi 

B 


^B! 

B 


■ 

N/A 

■ 

Gasotino Crack Spread 
Optiofis 

seoo 

$560 

$810 

N/A 


IBB 

BB 

BB 

IQ 

BB 

BB 

BB 

N'A 

■ 

Now YofI' Harbor 
Ethane! 

34,500 

$4,950 

$6,075 

9^Bi 

lillSI 

IBB 

BB 

BB 

BB 

BB 


BB 

N/A 


CME Giobex® Listed Financially-Settled & miNY’" Futures 



Commodity 

Outright Margins 

Additlottal 
Spot Month 
Assessment 

Inlra/lnter Commodity Straddle Margins 

Symbol 

Name 

Clearing 

Member/ 

Maintenance 

Member 

Customer 

Initial 

Non- 

Member 

Customer 

Initial 

Tier it 

Tier 

2i 

Tier 

3I 

Tier 

Tier 

St 

e± 

Tier 

7 

Tier 

at 

Tier 

















http://www.nvmex.com/ewd mareins.aspx 


6/1/2008 
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ijfanujm 

s?,f>00 

$2,000 

S2.7<X3 

N/A 

SSiYO 



N/A 

M/A 

N'A 

N.'A 

N/A 

N/A 

91 

NYMEX ntiNY’'-' Crude 

Oil 


$3,338 

54,604 


Hi 

IQI 


BB 

H 

SI 

BS 

Si 

N/.A 

^919! 

Qi-en! Crude Oil 




ttt^A 

9E^ 


{B3 

BH 

991 

991 

90 

BO 

M/A 

■ 

HIHilH 

ST.OitO 

57,700 

S9.450 

N.(A 

il^S 


^B 

1 

BB 

BB 

BB 

BB 

N/‘A 

@991 

IliiiJBilfli— 




K’A 

^B&l 

i^S 


BH 

BO 

BO 

90 

90 

N.'A 

mi 


99i^^& 

9^^@ 


WA 

91^^ 

BSSI 

lOS 

BO 

991 

BQ 

HO 

99 

N/A 

■1 

NYMEX a-iiNY'*’ Naiiiral 
Gas iTiftr 1) 

$1.87S 

$2,063 

S2.531 

N/A 

iH 



BB 

H 

B 

Si 

SI 

M/A 


NYMEX miNY''’' N.-iliiral 
Gas (Tier ?) 

51,875 

BHi 

S2,531 


M 

Si 

BB 

Bl 

BB 

BB 

BB 

BB 

N/A 

B9 

NYMEX irtNY''’ Natural 
Gas (Tier 

$2,000 

HI 

52.700 

NrA 

9i 


Ml 

B 

BB 

BB 

BB 

IS 

N/A 


NYMEX evNY™ Natural 
Gas (Tier 4) 

S2.!25 

S2,338 

S2.869 

f'^A 

1 


H 

^B 

BB 

BB 

BS 

H 

N/A 

Hi 

NYMEX miNYr" r4at;j,a( 
Gas (Tiei 5) 


51.513 

SI .856 

Nr'A 

9i 

BB 

BB 

BB 


IS 

BB 

BB 

N/A 

^9 

NYMEX miNY’'^- Natural 
Gas (Ter f5) 

51.375 

S1.S13 

51,856 

l-bA 

1 

B 

H 

BB 


IS 

i^l 

IS 

N/A 

HI 

NYMEX miNY’« Naiuial 
Gas (Tier?) 

S1.125 

S1.238 

S1,519 

H-A 

iH 


^B 

BB 

H 


BB 

BB 

N/A 

■ 

NYMEX miNY'" Natural 
Gas (Tier 8) 

51.063 

$1,169 

$1,434 

fVA 

I9B 

BB 

m 


SEI 

SI 

BB 

IBi 

N,/A 

^9 

NYMEX n!iNY'« Natuntt 
Gas (Ttcr !)) 

S938 

$1,031 

51.266 

N/A 

91 

BB! 

H 

BB 

iW 

BB 

BB 

BB 

$63 

Hi 

NYMEX miNY''’" Heating 
Oil (Tiarl) 

S4.500 

S4,950 

56.075 

Nr'A 

il^l 

BB 

B^ 

BB 

BB 

BB 

H 

BB 

N/A 

Qti 

NYMEX iniNV’“ Heating 
Oil (Tier S»i 

54,250 

54,675 

55.733 

N/A 

1 

iBi 

HI 

B 

Ml 

BB 

j^B 

n 

N/A 

OH. 

NYMEX intNY'" Heating 
Oil (Tier 3) 

S3, 750 

S4,125 

S5.063 

N'A 

1 

BB! 

H 

BB 

BB 

BB 

j^B 

Si 

M/A 

Hi 

3iiuSC9^^9iHI 

$3,500 

$3,850 

$4.77$ 

N/A 

1 

BB 

SB! 

BB 

Bl 

BB 

BB 

Si 

N/A 

I^^^9 





N/A 

91^3 

9QQ 

EH 


HH 

HWI 

HH 

99 

N/A 

y]U9H 

RBOB Oasr;iline (Tier Z) 

9HE9SSI 

Mmm 


N/A 

H9&E! 


BO 

WH 

HH 

BO 

HH 

99 

999999 

ESH 

BBOB Gasoline (Tier 3) 


msms 

9E!H! 

N/'A 

IHSS 

BQ 

BBil 

ISH 

HIH 

HSl 

WH 

BO 

H999B0 

E 

RBOB Gasoline (Tier 4) 




N/A 

99^ 

IS3 

EO 

RIS! 

HH 

HIH 

99 

HH 

9999920 

ISiH 


HH99S& 

99IXSS! 


^HH93 


was 


ISM 


HH 

HH 

BO 

9H9@B9 

Hi 

Guit Coa.st Ultra Low 
Sulfur Diesel (ULSD) 

56.000 


8,100 

$3,000 

IBS 

BH 

^B 

S2I 

BB 

BB 


BB 

N/A 

Hi 

NYMEX miNV™ 

Gasoline (Tier t) 

».760 

5>4,126 


HH 

BB 

BB 

BB 

BB 

BB 

BB 

S8 

SB 

M'A 

91 

NYMEX iniNV” 

Gesotirie (Tier 2) 

SS-WO 

53,850 

54.725 

N/A 


B9 

BH 

BB 

IBI 

IS! 

BB 

BB 

N/A 

I^H 

PEamalBijnMMB 

S3.125 

S3.438 

54.219 

N'A 

9^8 

BB 

BB 

H 

BB 

BB 

1^1 

Si 

N'A 

^Hl 

NYMEX rrtiNY'" 

Gasoline liter 4) 

53,000 

$3,300 

S4,OS0 

Ni'A 

91 

BB 

BB 

BB 


SI 

BB 

BB 

N/A 

^99 

COMEX rtiiNYf’^ Cr^por 



9B^9 

N/A 

■BQ 

129 

199 

1^91 

BO 

99 

HH 

HH 

N/A 

EE99 


9HE^^ 

iB^ 


N/A 

—cm 


DO 

HH 

HIH 

99 

HH 

BO 

N/A 

HHH 


H9II^^ 

91^93 


N-'A 

HES 

ipg 

ESS 

BO 

129 

99 

HH 

HQ 

M'A 




HEl^ 


N?A 

gsi 


BO 

99! 

99 

99 

99 

BO 

N/A 

P!M 

NYMEX Asian Platinum 



HB^ 

Nr'A 

9991 

IB 

HH 

1^9 

BS3 

ra 

99 

HQ 

N/A 

^9H 

NYMEX Asian Palladium 

$442 

9BB 

991^^9 

NrA 

99@ 

9H 

DSI 

wm 


99 

193 

99 

N/A 

■ 

COMEX London Copper 
Giade A 

$2,200 

52,200 

S2.970 

N/A 

Hi 

BB 

IB 

BB 

BB 

BB 

BB 

BB 

N/A 

■ 

COMEX London SHG 

hi^b 

S3.0OO 


N'A 

HI 

IB 

Bi 

^B! 

BB 

Si 

BB 

Si 

N.'A 

Hi 

COMEX London Priman/ 

51,400 

S1.4(XJ 

51.890 

N/A 


^B 

IB 

BB 

SI 

SB 

BB 

Si 

N/A 

CJ 

NYMEX Crjcoa 

52.500 

S2.750 

53,375 

N/A 

9[^@ 

991 


991 

99! 

BO 

IH3 

IHl 

N/A 

KT 

NYMEX Cr.jffse 



91^^^ 

M'A 

H^H 

HS 

103 

U9 

BO 

BO 

1^9 


M'A 

TT 

NYMEX Cotton 




Nr’A 

9^^9 

BO 

BO 

991 

9@ 

90 

1^0 


9999991 


NYMEX Sugar S11 




N.'A 

9@9 

Bo 

BO 

BO 

991 

90 

99 

BO 

9i^HB9: 

9ii 

Ardour Global XL Equity 
Index Futures 

S3.500 

$3,8.50 

S4.725 

N/A 

BB 

9 

H 

H 

H 

9 

9 

9 


1 

NYMcX Crude Oil MACl 






n 

n 

n 


n 

n 

n 



httn://www.nvmex.cnm/ewd marpin.s.asnx 
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xc 

inctex 

Si .550 

SI .705 

S2.092 

N/A 


hJ 

uJ 

UJ 

UJ 

UJ 

UJ 

UJ 


■ 

NYMEX Ctude Oil 

Backwarclation/Coniarigo 

Index 

SiW 

$220 

$270 

t-i/A 

■ 

■ 

■ 

1 

1 

■ 

1 

1 


n 

Nationwide Catastfoptie 
insurance 

sa.tjoo 

38,800 

$10,800 

K/A 


■ 

■ 

■ 

■ 

B 

B 

B 


■ 

Texas to Maine (except 
Tioriclai Catastrophe 
Insurance 

sa.stxi 

S2.850 

$■1,725 

N/A 


1 

■ 

1 

1 

1 

1 

1 


I^B 

Ffoiida Catastrophe 

sa.5oo 

S3.850 


M-A 


■ 

■ 

■ 

■ 

B 

B 

B 



COMEX Oivision Margin Requirements 


Commodity 

Outright Margins 

Intra-Commodily / inter-Month Spreads 


Name 

Clearing Member/ 
Maintenance 

Member $ Hedge 
Customer 

Non-Member 

Customs 

Clearing Member/ 
Maintenance 

Member & Hedge 
Customer 

Non-Member 

Customer 

mm 

Aluminum 

$2,250 

$2,260 

S3.038 

S80 

$80 

5108 


Copper 

S5.7S0 

$5,750 

S7.763 

$80 

$80 

5100 

fiC 

Gold 

$3,250 

$3250 


S50 

$50 

$60 

im 

Sliver 

$5,000 

issrn 


S80 

$80 

S108 


NYMEX ClearPorl Margin Requirements 



Commodity 

OiBrlghl Margins 

Additional 
Spot Month 
Assessment 
3.4 

Intra-Commodity /Inter-Month Spreads | 

Symbol 

Name 

Ctearing Member/ 
Mainterrance 

Member 

Irutiai 

Non-Member 

Customer 

Initial 

Clearing Member/ 
Maintenance 

Member 

Initial 

Non-Member 

Customer 

Initial 

Natural Gas Markets j 


Henry Hub Swap (Tier 1) 

$1,675 


HHESED 

S750 

$168 


$253 

|EH 

Henry Hub Swap (Tier 2) 

$1.875 



N/A 

$126 

$138 

$169 

'BBi 

Henry Hub Swap {Tier ,3) 

$2,000 



M’A 

S125 

$138 

$169 

m. 

Henry Hub Swap (Tier 4) 

$2,125 



HHB33 

hhmbis 


$169 

|IS9H 

Henry Hub Swap (Tier 5) 

$1,375 

BBEQ 

HHBESI 

HHHQ 

$125 

■BEEI 

miEi 


Henry Hub Swap (Tier 6) 
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HIIHSES3 

N/A 

$125 


S169 

NN 

Henry Hub Swap (Tier 7) 
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N/A 

$125 

HEE 

$169 

BHI 

Henry Hub Swap (Tier 8) 

$t.Q63 
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N/A 
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NN 

Henry Hub Swap (Tier 9) 
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E^B 
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ibhibess 

N/A 
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BH 

Hemv Hub Penultimate Swap (T ter 2) 
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SH 

Henry Hub Penultimate Swap (Tier 3) 
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WA 
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■KB 
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m 

Heniy Hub Penultimaie Swap (Tier 5) 
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w. 
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H'A 

S125 
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ME 

Henry Hub Pemrulm.'^te ‘Swap (Tier 7) 
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Henry Hub Penuiiimate Swap (Tier 8) 
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Henry Hub Penuffimate Sv^ap (Tier 9) 
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H'A 
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HP 
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N/A 
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HH 
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N.-A 
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: 

^ 
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Natural Gas Penultimate (Tier 3} 
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N?A 

BHHHIli 
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Natural Gas PanuUimate (Tier 4) 

hihhiii^ss 


IHKSES 
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Natural Gas Penultimate (Tier 5) 
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S7,42S 

N.'A 



: 

Oi 

Natural Gas Penultimate (Tier S) 
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N/A 




HP 

Natural Gas Persuiiimate (Tier S) 
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S5.738 

N/A 




HP 
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Natural Gas last Day (Tier Vi 

$7,500 
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HH 

Natural Gas Last Day (Tier 2) 

$7,500 



N/A 
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■BIB 

HH 

Natural Gas Last Day (Tier 3) 

$8,000 



N/A 
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Natural Gas Last Day (Tior4) 

$8,500 
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S7.425 
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HH 

NaiuMl Gas i.asl D,iy (Tier 8) 

$4,250 

Sd.675 

$5,738 

USA 




HH, 

Natural Gas Last Day (Tier y) 

$3,750 



USA 




£291 

Crude Oil 

$7,500 



N/A 




BH 

Hearing 0:i (Ticrl) 

$9.0tXl 


S12.150 

N/A 




WtM 

Healing Oil (Tier 2 1 

$0,503 


$11,475 

N/A 





Heating Oil (Tier 3,i 

S7.500 



N'A 




BH 

Heating Oil (Tier 4) 

$7,000 


39,450 

USA 




SN 

Heniy Hub Swing Swap 

St.875 


$2,531 

H'A 

S50 

$55 

S68 

IN 

Heiny Hub Index Swap (Tier 1 ) 

51,500 



N'A 

$2.5 

S2B 

$34 
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S200 


S?70 

N'A 

$25 

$,?8 

$34 

IN 

Henry Hub Index Swap (Tier 3) 

S100 


S1^ 

N'A 

$25 

$28 

$.34 

Cl 

CIG Rockies Swap (Tier 1) 

$1,500 


&3.025 

N'A 
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S28 

$34 

C.i 

CIG Rockies Swap (Tier 

$1,500 


$2,025 

N'A 
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$34 

.Q! 

C!G Rockies Swap (Tier 3) 

S750 



N'A 
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S28 

$34 
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CiG Rockies Swap (Tier 4) 

S500 


S6/5 

N/A 
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S2S 

$34 

Cl 

CIG Rockies Swap (Tiei 5) 

SSOO 
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NA 

$25 

$28 
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Waha Swap (Tier 1) 

S500 


$675 

N'A 

$25 


$34 

NVV 

Vi/a!ta Swap (Tier 2) 

S4(X) 


S540 

N/'A 

$25 

$28 

$34 

m 

Waha Swap (Tier 3) 

SSOO 


$405 

N'A 

$25 

,529 

S34 

NW 

Waha Swap (Tier 4| 

S200 


$270 

USA 

$25 

iniiiiiiiiiiiiii^^^ 

,$34 

.PJW 

Waha Swap (Tier Si 

$200 


$270 

N/A 

$25 


$34 

sr 

Waha Swing Swai> 

$2,000 

S2.^ 

$2,700 

N/A 

$50 

S6S 

$68 

lY 

Waha index Swap (Tier i) 

$1,500 

$1,650 

S2.025 

N,'A 

$2.5 


$34 

.t.Y 

Waha Index Swap (Tier ?) 

S'25 

■EES 

$169 

N,'A 

$25 


$34 

)Y 

Waha Index Swap (Tiur 3) 

$100 


$135 
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$25 

■■K 

$34 


Albeha Sasis Swap (Tier 1 ) 
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■Ea 


khkss 

$25 

S28 

$34 
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Alberta Basis Swap (Tier 2) 

S800 

$860 
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rj/A 

$25 

■IS 

$34 


Albarta Basis Sw^ (Tier 3) 

$300 


-S4CI5 

N/A 

$25 

KIIIIKl 

$34 


Albeila Basis Swap (Tier 4) 

$300 


$405 

N/A 

$25 

jHIIIII^ 

$34 

mm 

Albaita Sasis Swap (Tier 5} 

$300 


S40S 

N/A 

S2S 

Hil^ 

$34 

BS 

Chlnago Basis Swap (Tier 1 ) 

$500 


S675 

N,'A 

$25 

■19 

$34 

m 

Chicago Baals Swap (Tier 2) 

$400 


S540 

N’A 

$25 

■IB 

$34 


Chicago City Gate Swiitg Swap 
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$2,700 

N'A 

$50 

■is 

hhhhe^i 

I^HI 

Chicago index Swap (Tier i) 

$1,500 



N-'A 

$25 

$28 

$.34 

H 

Chicago index Swap (Tier Z) 

S125 

IKIES 

S169 

N'A 

S2$ 

HB3 

$34 

OH 

Chicago Index Swap (Tier 3) 

S10O 


S13S 

N'A 

$25 


$34 


Henry Hub Basis Swap {Tier 1 ) 

$50 

S55 
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N/A 

$25 

$28 

$34 

Ihs 

Henry Hub Basis Swap { Tier 2) 

$50 

S55 

$68 

NA 

$26 

$28 

$34 

m 

Houston Ship Channel Basis Swap 
(Tiei 1) 

$400 


$540 
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$25 

■i 

S34 

m 

Houston Ship Channel Basis Swap 
(Tier 2) 

$200 

HIES 

S270 

N/A 
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HH 

$34 

!■ 

Houston Ship Channel Basis Swap 
(Tier 3) 

S200 

IHf^S 

$270 

N'-A 

$2.5 

HHI 

$34 

■1 

Hr;uatoii Ship Channel Swap 

{Tier 4) 

S100 

II^Ei 
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N/A 
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mm 

$34 

HU 

Houston Ship Charmei Basis Swap 
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N'A 

$25 

wm 
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Houston Ship Channel Swing Swap 
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N'A 
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L? 

Housion Ship Channel index Swap 
(Tier 1) 
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$25 
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■1 

Houston Ship Channel index Swap 
(Tier 2) 
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S220 
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S2S 
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$34 

■ 

Houston Ship Channel index Swap 
(Tier 3) 
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$135 

N'A 

$25 

$28 

$34 

.NJ 

San Juan Basis Swap (Tier !} 

S750 


$1,013 

N'A 

$25 

$28 

$34 

w 

San Juan Basis Swap (Tier ?t 

S500 


S675 

N'A 

$25 

S28 

$34 

^4J 

San Juan Bar-is Swap (Tier 3) 

S250 

$275 

S338 

N'A 

$25 

$?8 

$34 

^4i 

San Juan Sasis 5v/ap (Tier -i) 

S25Q 


3338 

N.A 

$25 

S28 

$34 

NJ 

San Juan Basis Swap (Tier 5} 

S2Sf3 


S338 

N'A 

S25 

■IIIIIK 

$34 

.u 

San Juan index Swap (Tier t) 
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N/A 

$25 
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u 

San Juan Index Swap (Tier P) 

s?oo 


$270 

N/A 

S?5 

S28 

$34 

w 

San Juan Index Swap iTiur 3) 

stoo 


$135 

N/A 

$25 

HHE 

$31 

SJ 

San Juan Swing Swiip 

$3,000 


$4,050 

N/A 

SlOO 

HHE 

■hhei 

NS 

SoCai Basis Swap (Tier 1 ) 

$600 

$660 

$810 

WA 

S25 

S28 

$34 

NS 

SoCal Basis Swap (Tier 2j 

S400 


$540 

N.-A 

hbh^he^ 

HBE 

$34 


SoCal Basis Swap (Tier 3) 

S400 

■■SE] 

S540 

N/A 

$25 

HIHS 

S34 

smiii 

SoCal Basis Swap (Tier 4) 

S200 


$270 

N/A 

$25 


$34 

NS 

SoCal Basis Svwip (Tier r>) 

S2<X> 


$270 

N/A 

$25 
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$34 

IF 

SoCal Index SM'ap (Tier i> 

■■■EBES3 

lEESS! 

HHi^@ 

N/A 

$25 

heh 

$31 
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SoCal IrKlex Swap (Tier >j 



$270 

N-A 

$?D 

S28 

$34 

IF 

SoCal Index Swap (Tier 3) 

stoo 

■BBS] 

51 35 

M-A 

$?5 

S28 

$34 

SF 

SoCal Swincj Swap 

$3,000 


$4.(60 

■moQ 

$100 

$110 

$135 

m 

Tiansco Zone 6 Basis Swap (Tier 1) 

$2,000 


S2.700 

N-^A 

$25 

$28 

$34 

IB 

TranscoZone 6 Basis Swap (Tier 2) 

$1,500 


$2,025 

N/A 

$25 


$34 




■1^ 

^75 

N-'A 

$25 

S2B 

$34 



$400 


$540 

N/A 

$25 

$28 

$34 

m 


S400 

■iSES] 

S540 

N/A 

$25 

S2S 

$34 



$3,000 



N.'A 

$25 

HKE 

$34 


Ti-ansGo Zone 6 Index Swap (Tiei 2) 

S200 


$270 

N/A 

$25 

MB 


ISIH 

Transco Zone 6 Index Swap (Tiei 3) 

$100 


$135 

N/A 

$25 

IBIII^S 

$34 



Transco Zone 5 Swing Swap 

$.3,000 


$12,150 

N/A 

-SlOO 

HHE 

S1.35 


Northwest Pipeline, Rockies Ba.sis 

Swap (Tier 1 ) 

suoo 

$1,320 

$1,820 

N-'A 

$25 

■1 

$.34 


NorthwBSl Pipeline, Rockies Oasis 

Swap (Tier 2) 

SI.CMJO 

S1.100 

$1,350 

N/A 

$25 

$28 

$31 

fH^I 

Northwest Pipeline. Rockius Basis 

Swap (Tier 3) 

S800 

$660 

$1,080 

N-A 

$25 

$26 

$34 

HI 

Northwest Pipeline, RocKiss Basis 

Swap (Tier 4) 

S600 


$610 

N/A 

$25 


$34 

m 

Northwest Pipeline, Rockies Oasis 

Swap (Tier 5) 

$400 

$440 

$540 

N/A 

$26 

HH 

$34 

Ip 

Rockies Index Swap (Tier i) 

$4,000 


$5,400 

N/A 

$26 

■IB 

$34 

IP 

Rockies Index Swap (Tier 2) 

$200 


$270 

N/A 

$26 

$28 

$34 

la 

Rockies Index Swap (Tiers) 

$100 

■BSQ 

$135 

NA 

$26 

$28 

$34 

NV 

Kern River, Wyoming Basis (Tier J) 

S6Z5 

■IS 

$844 

N/A 

$2S 

$28 

$34 


Kem River. Wyoming Basis iTIar 2) 

$325 


S439 

N/A 

$26 

$26 

$34 

ITRiM 

Kem River, Wyrjming Basis (Tier 3) 

.$000 


$405 

N/A 

$25 

$28 

$34 

Et9H 

Korn River, Wyoming Bttsis (Tier 4) 

$176 

■KSS 

$236 

N/A 

$26 

S2d 

$34 


Kern River, Wyoming Basis (Tiat 5) 

$100 


$135 

N/A 

$26 

[■■^j 

$34 


Kern Opal Swing Swap 

$7,000 


$3,450 

N/A 

$100 

$110 

$135 

XA 

Ouestar Oasis (Tier t} 

$900 


St, 215 

N/A 

$25 


$34 

B 

Questar Oasis (Tier 2} 

$326 

HESS 


■■■23 

$25 


$34 

TA 

Queslar Basts (Tier 3) 

S300 


$405 

N-A 

$25 

$28 

$34 

XA 

Questar Basis (Tier 4) 

$175 

IKES 

$236 

N/A 

$25 

S28 

$34 

XA 

Ouestar Basis (Tier 5) 

$100 

HEB3 

$135 

Ni’A 

$25 


$34 

PH 

Panhandle Basis Swap (Tier 1) 

S7S0 

$8?5 

$1,013 

HA 

$?5 

$28 

$34 

pH 

Panhandle Basis Swap (Tier ?) 

S400 

{{■SZS 

SS40 

NA 

$25 

$28 

$34 

H 

Panhandle Basis Swap tTer 3) 

$300 


$405 

N-A 

$25 

$28 

$34 

» 

Panhandle Basts Sv/ap (Tier 4) 

s:»xi 



N-A 

$25 

S28 

$34 

Ley 

Pantiartdle Basis Swap (Tier 6) 

S300 

HIE] 

$405 

N-A 

$25 

S2B 

$34 

H 

Panhandle S'wing Swap 



S2.700 

N/A 

$5G 

S55 

SQB 

!V 

Panhandle Index Swap (Tier 1> 

$1,500 


$2,026 

N.A 

$25 

■ll^^ 

$34 

.iV 

Panhandle index Swap i.Tiei 2) 

S200 


$270 
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$25 

S28 

$34 

u 

Panhartdie index Swap (Tiei 3) 

$100 

HESS 

$135 

N/A 

.$25 

■11^ 

$34 

NF 

Michcon Basis (Tier 1 1 

$400 

$440 

$640 

N/A 

.$26 

S28 

$38 

NF. 

Michcon Basis (Tier 2i 

$250 

HESS 

S3^ 

■■■Q 

$25 


$34 

NF 

Michcon Basis (Tier 3} 

$200 

HII^E 

$270 

N/A 

$25 
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$34 

PM 

Permian Basis (Tier 1) 

S7S0 

$625 

$1,013 

h^A 

$25 

328 

$34 

PM 

Permian Basis (Tier 2) 

$400 

HKEI 

SS40 

N/A 

$.?r. 

S28 

$34 

PM 

Permian Basis (Tier J'l 
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$405 

N/A 

$25 

Hll^^ 
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PM 

Pef'ni.in Bayis (Tinr 4) 

S300 

$330 

$405 

N/A 


r .28 

$34 

PM 

Porniiaii Basis (Tier 5} 

5300 


$405 

f4/A 

$25 

S 28 

$34 

SI, 

PI Paso.'Permian Swing Swap 

§4.000 


SS.-iOO 

^4/A 

$50 

||||||H 

$68 

lU 

El PcisoPermian Index Swap (Ttec 1) 

$2,000 


B||||||^Q[3 

N/A 

$25 

$28 

$34 

!k 

E! PasOl'Permian Index Swap (Tier 2) 

S500 


$675 

N(A 

$25 

$28 

$34 

!L 

Ei Paso'Pern'ian Index Swap (Tier 3} 

S100 


Sl35 

M^A 

$25 

$28 

$3-S 


Texas Easiern Zone M-3 Qasis (Tier 

S500 


S67S 

NTA 

$25 

$28 

$34 

NX 

Texas Easiern Zone M-3 Basi.s (Tier 2} 

S50fl 


3675 

N/A 

$25 

HBB 

$34 

NX 

Texas Eastern Zone M'.3 Basis (Tier 3) 

sr>no 

IB^ 

$675 

N-A 

$25 


$34 



S300 


S406 

R'A 

.?25 

$.28 

$34 

NX 

Texas Eastern Zone M -3 Basis (Tier 5> 

S2W 


S270 

N/A 

$76 


$34 

IX 

TETCO M-3 Index Swap (Tier 1) 

$2.<»0 

HBSSI 

$2,700 

N/A 

$25 

■jjiiiQs 

$.34 

IX 

TETCO M-3 Index Swap (Tier 2> 

S200 


§270 

■■m 

$25 

S2S 

$34 


TETCO M-3 Index Swap (Tier 3) 

SI 00 

Hn 

S135 

N-'A 

$25 

HUIBI 

$34 

S_X 

TETCO M-3 Swap Swing Swap 

53.000 


S6.750 

N/A 

$100 
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SI 35 

IS 

Texas Gas, Zone SL Basts (Tier t) 

5300 


$405 

N/A 

$25 

S28 

$34 

mm 


S100 

iHSIEi 

$135 

N/A 

$25 

S2S 

$34 

NQ 

Tennessee Zone 0 Basis (Tier IS 

S300 


$405 

N'A 

$25 

S2S 

$34 

NQ 

Teiiner-sse Zone 0 Basts (Tier 2S 

S200 


S270 

N/A 

$25 

S28 

$34 

Nfyl 

Tennessee 500 Leg Ba.sis (Tior t) 

5'50 

—mg 

hhiii^ei 

N/A 

$25 

tmi^i 

1.34 


Tennessee SCO Leg Bs.sis (Tier 2) 

$150 


$203 

N/A 

.$25 

BKSil 

$34 

TC 

TCO Basis Swap (Tier 1 ) 

$200 


$270 

N/A 

$25 

|H|^| 

$34 

TC. 

TCO Basis Swap (Tier ?) 

S12S 

^KSES 

$169 

N,'A 

$.25 

S28 

$34 

PB 

PQdE Malm Basis (Tiei i i 

$500 


S67S 

N/A 

$25 

328 

$34 

P8 

PQSE Maim Basie (Tier 2) 

S-ICrO 


$540 

H'A 

$25 

MBS 

$34 

P,8 

PG&E Malm Basis (Tier 3) 

$260 


$338 

N/A 

$25 

■IB 

$34 


PG&E Citygaio Basis (Tier 1) 

$800 


$1,080 

N/A 

$25 

$28 

$34 


PQ&E Citygate Basis (Tier 2) 
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■BEQ 

$540 

N/A 

$25 

$28 

$34 


PG&G Citygale Basis (Tier 3) 
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N/A 
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PG&E Citi-gaie Index (Tier i) 
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N.'A 
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HHB 

$3-1 
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PGSE Cflygate index (Tier2) 
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5270 

N/A 

$25 

$28 

$34 
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PGJrE Citygate Index (Tier 31 

SlOO 

■■IIQ 
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N/A 

$25 


$34 

.SK 

PG4E Citygate Swing 

$3,000 

$3,300 

$4,050 

N-'A 

$100 

$110 

$135 

PQ 

NGPL Tex/OK Basis (TIeri) 
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■IS 

$810 

N/A 
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$34 

PO 

NGPL Tex/OK Basis (Tier 2) 

3300 

IKSES 

$405 

RA 

$25 

_ 

$34 

PD 

NGPL Tex'OK Basis (Tier 31 

$300 


S406 

N.'A 
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■il^ 

$34 

£Q 

NGPL Tox/OK Basis (Tier 4) 

S300 
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S405 

N.^A 

$25 

$26 

$34 

m 

NGPL Teic/OK Basis (Tier 5) 

S2(M 


$270 

N.'A 

$25 


S34 

CJi 

NGPL Tex/OK Index (Ttei !» 
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N.-A 
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NGPL Tex/OK Index (Ttei 2) 
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11^33 

S270 
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S2d 
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NGPL TexrOK Index (Tier 3) 
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$135 

N./A 
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PH 
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Ny 

NGPL LA Basis (Tierl) 
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.$28 
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NY 

NGPL LA Basis (Tier 2) 
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TriifiWinfe. LA Basis Ba-sis-iTiecS) 
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$1-35 

N/A 

$25 
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$34 
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ANRLA Basis (Tier 1; 

$150 


$203 

N/'A 

$25 

BBS 

$34 

NO 

ANRLA Basis (Tipf 2) 

S2iX» 


$270 

N/A 

$25 

BilBI 

$34 

Ng 

ANR OK Basis (Tierl) 

$730 


SI ,013 

N/A 

$25 

S28 

$34 

.Ng 

ANR OK Basts (Tier 2) 

$400 

II^ES3 

$540 

N/'A 

$25 

S28 

$34 

IQ 

ANR OK Index (Tier 1) 

$1.50) 


§2.025 

N'A 

$25 

$28 

$34 

IQ 

ANR OK Index (Tier 3) 

$200 


$270 


$25 

bib 

$34 


ANR OK Index (Tier 3) 

SI 00 


S135 

R'A 

$25 

$28 

$34 

mm 

ANR OK Swing 

$2,000 


■■m 

N.'A 

$100 

$110 

5135 

BH 




$1,013 

N.'A 

$25 

$28 

$34 

NK. 

Ssjrnas B.apis (Tier 2) 

S600 


S810 

|■||[||||Q3 

$25 

S28 

$34 

NK 

Sum-3s Basis (Tier 3) 

S400 


S540 

N'A 

$?5 

S 28 

$34 

lU 

Sunias index .Swa(> (Tier 1 ) 

$1,500 


S2.025 

N-'.A 

£?5 

$28 

$34 

ly 

Suinas index Swap (Tier 7) 

S200 


S270 

iN.'A 

$25 

$.28 

$34 
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lu 

Siimas index Swap (Tier 3) 

stoo 

$110 

SI 35 

N/A 

$25 

528 

$34 

su 

Sumas Swing Swap 

S2.000 

S2.200 

S2.700 

N(A 

SlOO 

$110 

$135 

HB 

NGPL Mid-Continoni Basis (Tier 1> 

$600 

$660 

S810 

N/A 

$25 

S28 

$34 

liHI 

NGPL MicJ-Continanl Basis (Tier 1?) 

$■100 


SL540 

NrA 

$25 

■IQI 

■■BI 

__ 

NGPL Mid-Ccjntinant Basis (Tier 3) 

S300 

^BSSSS 

SJ05 

N/A 

$25 

$28 

$34 

NL _ 

NGPl Mid-Continent Basis iT'er 4) 

$300 


S405 

N.'A 

imiBHEI 


$34 

9HI 

NGPL Mid-Continem Basis (Tier 5) 

£200 


$270 

N.rA 

. $25 

S28 

$34 


NGPL Mid-Continent ln<tex (Tier 1 

$1,500 


S2.0I25 

N.A 

$25 

S29 

$34 

iw 


SOO 


S270 

N.'A 

$25 

$28 

$34 

m 

NGPL Mid-Contineni Index (Tier 3) 

S100 


S135 

ri'A 

$25 

IEEI 

$34 

PX 

NGPL fklid-Coniinent Swing 

$2,000 


$2,700 

N/A 

S100 

$110 

$135 

PE 

Dematoaiion Basis Swap (Tier 1) 

S600 


S810 

N.'A 

$25 

s?e 

$34 

P£ 


s-ioo 

$440 

S540 


$25 

S28 

$34 

PE 

Domaiootion Basis Swap (Tier 3; 

S250 


S338 

N/A 

$25 

S28 

$-M 

Qi 

Dcnvarcation index Swap (Tier 1) 

$1,500 



N/A 

$25 

$28 

$34 

PJ 

Demarcation Index Swap (Tier 2) 

soo 


$270 

N/A 

$25 

$26 

$34 

D! 

Oerriaicalion index Svjap (Tier 3j 

$100 


S135 

N,'A 

$25 

S2S 

$34 

PI 

Demarcation Swing Swap 

$2,000 


$2,700 


SlOO 

$110 

$135 

Bi 

Northern Naicral Gas Ventura, tnw.-i 
Basis (Tier 1 ) 

$600 


$810 

■■jB 

$25 

HH 

$34 

91 

Norihein Natural Gas Ventura, towa 
Basis (Tier 2) 

$250 

IKl 

$338 

N'A 

$25 

BIB 

$34 

■ 

Northern Natural Gas Vsnlura, Iowa 
Basis (Tiei 3) 

S250 

n 

S.338 

N/A 

$25 

■B 

$34 

!■ 

Ventura Natural Gas imJcx Swap (Tier 
1i 

$1,200 


$1,620 

N/A 

$25 

■■ 

$34 

m 

Ventura Natiual Gao index Swup (Tter 
2) 

$100 


$135 

N-'A 

S2S 

m 

$34 

m 

Ventura Natural Gas index Swap (Tier 
3) 

Stoo 


$135 

N/A 

$25 

^19 

$34 


Ventura Natural Gas Swing Swap 

$2,000 


$2,700 

Nr-A 

$100 

$110 

$135 


Dominion Transmiasion Inc, -- 
Appalachia Basis (Tier t) 

S2S0 


$338 

WA 

$25 

IH 

$34 

IB 

Dominion Transmission Inc. - 
Appalachia Basis (Tier 2) 

$200 


S270 

N/A 

$25 

mm 

$34 

iiaB 

Oominton Index Swap (Tier t) 

$1,500 


$2,025 

HA 

$25 

■i^ 

$34 

iH. 

Dominion Index Swap (Tier 2) 

S2O0 

■Ml 

$270 

N/A 

$25 


$34 

JH 

Oominirjn index Swap (Tier 3) 

S100 

$110 

S13S 

HA 

$25 

$28 

$34 

,5H 

Dominion Swing Swap 

$2,000 


S2.700 

N/A 

$100 

HKSEI 

$135 

n 

Cental Point Natural Gas Basis Swap 
(Tiei'D 

S750 

IIER 

$1,013 

N/A 

$25 

imgi 

$34 


Hiiiillliiillil 

5400 

■9 

$540 

HA 

$25 

H^H 

SCA 

1,1 

CenierPoiKt Natural Gas index Swap 
(Tier 1) 

$1^00 


$1,620 

H-A 

$25 

HI 

$34 

15 

CenierPomi Natural Gas index Swap 
(Tier 2) 

$2.50 


$3.38 

N/A 

$2G 

IH! 

$34 

1.1 

CenterPoIni Natural Qaa Index .Swsip 
(Tier 3> 

SIO-O 


$135 

HA 

$26 

IH 

$34 

^■1 

CcsnlerPoInt Natural Gas Swirtg Swap 

$2,000 


S2.700 

HA 

$100 

$110 

S135 


Dawn Natural Gas Basis Swap (Tier 1} 

$600 


si.oeo 

HA 

$2S 

$28 

$34 

BH 

Dawn Natural Gas Basis Swap (Tier 2) 

5300 


$405 

H‘A 

S25 

S2S 

$34 


Dawn Natural Gea Index Swap (Tier i) 

$1,200 


HIE^) 

HA 

$25 

$25 

$34 

LQ 

Dawn Natural Gas Index Swap (Tier 2) 

5100 

■BIS 

$136 

HA 

$25 

S28 

$34 

10 

Dawn Nalijrai Gas index Swap (Tier 3'j 

5100 

■BQ 

Stas 

HA 

$25 

$28 

$34 

OW 

Dawn Nattiral Gas Swing Swap 

$2,000 


S2.700 

HA 

$100 

$110 

S1.35 

TE 

Tftico East LA Basis Swap (Tier 1; 

$150 

HK^ 

SPOsT 

mbs 

$25 

'IEBS 

$34 

TE 


$75 


$101 

HA 

$25 

328 

$34 


Tetco East LA Basis Swap (Tier 3j 

$50 

sss 

$68 

HA 

$25 


$34 

TE 

Tetuo East LA Basis Swap (Tier A) 

$50 


$66 

HA 

$25 

S28 

$34 

TE 

Teteo East LA Basis Swap (Tier 5i 

$50 

.$55 

$68 

HA 

$25 

S28 

$34 

TX 

Tistco South TX Basts Swap (Tier l) 

$300 


S405 

HA 

$25 

S28 

$34 

TX 

Tetco South TX Oasis Swap (Tier 2) 

5250 

$276 

$338 

HA 

$25 

528 

$34 
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IX 

Thioo Souiti TX B,^sis Swap (Tier 3i 

$?00 

$220: 

$270 

N.'A 

$25 

S?8 

$34 

TX 

Tgico Soiilh TX Siisis Swap (Tier 4) 



$270 

N/A 

$25 

S28 

$34 

TX 

Totco Soulh TX Basis Swap iTiei 51 

S200 


IfHIIHI^^I 

fVA 

$25 

S26 

$34 

■1 

Coiiimbi-j G^ilf Onstao Basis Swap 
(Tier 1) 

S75 

S83 

$101 

H'A 

$25 

S2S 

$34 

HI 

Columbia Gull Onsbore Basis Swap 
(Tie. 2) 

$60 

Hi! 

S108 

N/A 

$25 

^Hl 

$34 

■1 

Cpiiimbia Gull Onsbois Basis Sijiap 
(Tier 3) 

585 

1' 

S115 

N/A 

$25 

1 

$34 



3100 

$110 

S135 

M'A 

$25 

5^8 

$34 

Hi 


SlOO 

$110 

$1.^ 

N/A 

$20 

HI 

$34 

cz 

Transco Zone 3 Basis Sw-ap (Tier 1 ) 

S150 


$203 

f-UA 

$25 

S28 

$34 

cz 

Transce Zone 3 Basis Swap (Tier 2) 

S100 

HH3D 

$135 

N/A 

$25 

528 

£34 

cz 

Transco Zone 3 Basis Swap (Tier 3) 

S1(» 

iHBB 

S135 

N/A 

$25 

IIIHE^ 

$34 

QZ 

Transco Zone 3 Basis Swap (Tier 4) 

SI 00 

$110 

$135 

N/A 

S25 

BK^ 

$34 

■ 

■— 

$75 

S83 

S101 

M^A 

$25 

m 

$34 



5250 

$275 

3338 

N-'A 

$25 

S26 

$34 

Is . 

Sonal Basis Swap (Tier 2) 

$73 


$101 

l+'A 

$25 

$28 

$34 

I9B 


$75 


$101 

N-'A 

$25 

S28 

$34 


k^M^uiyiiWHiiiHiii 

$200 


5270 

N'A 

$25 

■m 

$34 

l^l^l 

Sons! Basis Swap flifir 5) 

S2O0 

HB^ 

S270 

N,'A 

$25 

■B 

,534 

TR 

Traivsco Zone 4 Basis (Tier 1 ) 

$123 

■HE3 

$169 

N/A 

$26 


$34 

T.B 

Transix) Zona 4 Basi-s (Tier 2) 

$150 



N/A 

$?5 

$28 

$34 

IS 

Transco Zone 4 Basis (Tier .3} 

$-.50 

HK^ 

$203 

N/A 

$25 

528 

$34 

TR 

Transco Zone 4 Basis (Tier 4) 

$75 


$101 

N/A 

$26 

■IB 

$34 

IS 

Transco Zone 4 Basis (Tier 5) 

$75 


stoi 

rvA 

$25 


£34 


Floncia Gas Zone 3 Basis Swap (Hor 

1) 

$300 

$330 

S406 

N-'A 

$26 

HD 

S34 

IH 

Florida Qaa Zone 3 Basis Swap (Tier 

2) 

S200 


S270 

N'A 

$25 

$28 

$34 

Hi 

Floiida Gas Zone 3 Oasis Swap (Tier 

3) 

$200 

■■ 

$270 

N/A 

$25 


$34 



S200 


S270 

H'A 

$25 

1^1 

$34 

H 

Ffnrtda Gas Zone 3 Basi.s Swap (Tirjr 



S?00 

S?20 

$270 

N'A 

$25 

IH 

$34 

jcrutte Oil Markets j 

[ue 

Dated Brent Crude Oil Calendar Swap 

$6,000 


8,100 

N/A 

$400 

$410 

SS40 


WTi Calendar Swap 

$7,500 



N/A 

S450 


S608 


Oubal Crude Oil Calsndai Swap 

$7,500 



N/A 

$480 


S64B 

InM 

WTI Bow fliyer Swap 

$2,400 


S3.C40 

N/A 

£430 


3648 


WTi - Blent (ICE) Bullet Swap 

$I.8iX- 

HH^ 

52,430 

N'A 

$50 

$55 

see 

fy 

Oaled-to-Frontliiie Srent Swap 

S75fj 

hh^ 

hhheqbh 

,HHHB!Q 

$50 

hhihs 

.$68 

8,X 

WTI • Qienl (ICE) Calendar Swap 

$1,600 


IIIIIIIIIPII^II^ 

imiiiiQQ 

$00 

.555 

$68 

H 

Brant - Dubai Swap 

$3,500 

flES9 

$4,725 

N/A 

$50 

IBB 

$88 

Hi 

LLS (Platt.'i; Calendar Swap 

$3,000 

flESI 

$4,050 

!■■■ 

$400 


$540 

BH 

LLS (PliiSa) Trade Month Swap 

$3,000 


S4.050 

IjHjjB 

S400 

imm 

$540 

mm 

LL3 (ArgiiS) C.iiiendar Swap 

$3,000 


S4,O50 


S'100 

moQ 

S540 

■1 

LbS (Argus) Trade Month Swap 

$3,«» 


S4.050 

N/A 

3400 

IIIEffl 

S540 

IBI 

Mars (Platlsi Caiencias Swap 

$3,000 


$4,0.70 

N'A 

S400 

IIESI 

S540 



[■■BB 

IIIQ^ 

$4,050 

N/A 

S400 

IIIIQR 

mmm 


1 QQQIQQI^QIIII^Iliyilllllll^^ 

$3,000 


hbb 

N/A 

.5400 

$440 

S540 

HI 

Mars (Argus) Ttadc Month Swap 

S3.000 


54,050 

N/A 

5400 

IIIIIII^SI 

S540 

HI 

WTS (Platts) Calendar Swap 

$3,000 


$4,050 

N'A 

S40f 

IHB 

llllllll^g 

PV 

WTS (Platls) Trade Mrjnth Swap 

$3,000 


54,050 

N/A 

340C 

|H|HQ 

S540 




1 




1 
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XB 

WTS (Argus) Cateodar Swap 

$3.(»0 

S3.300 

S4.050 

N/A 

S400 

$440 

S540 

wm 

WTS (Argus) Tiade Month Swap 

$3,000 


S4.CS0 

N/A 

S400 

$440 

S540 


LLS (Platts! vs. WTl Spread Calendar 
Swap 

S600 


S810 

M'A 

$100 

$110 

SI 35 

11^1 

LLS (Platts) vs. VVTf Sprearl Trade 
Monih Swap 

S600 


$810 

N/A 

S100 

IB 

.$135 


LLS lArgus) vs VVTl Spread Calendar 
Swap 

S600 

$660 

S610 

M'A 

$100 

IIBH 

■■ 


LLS (Argus) vs. V/TI Spread Trade 
Month Swap 

$600 

$660 

SSiO 

N/A 

S100 

$110 

S13S 

1^1 

Mars (Platts) vs VVTl Spread Caicndai 
Swap 

S6O0 


S810 

fi'A 

SIDO 

$110 

S135 


Mars (Platts) vs v/rt Spread Trade 
Month Swap 

S600 

$660 

$810 

N/A 

S100 

$110 

$135 

fli 

Mais (Argus) v.s. WTl Spread Calendar 
Swap 

S600 

$660 

$610 

N/A 

,5100 

$110 

S1.3fi 

■ 

Mans (Argus) vs WTl Spread Trade 
Moniti Swap 

^00 

mm 

$810 

N/A 

$100 

lllllllllllll^^ 

SI 35 

■ 

WTS (Platts) vs. WTl Spte.ad Calendar 
Swap 

$600 

■■ 

$810 

N/A 

$100 

.$110 

SI 35 

■1 

WTS (Platts) vs. WTl Spread Trade 
Month Swap 

ssoo 

$660 

SB10 

N-'A 

$100 

$110 

SI 35 

■ 

WTS (Argirs) vs. WT) Spread Calervjar 
Swap 

^00 

— 1 

$010 

N/A 

S100 

$110 

$135 

m 

WTS (Argos) vs WTl Spread Trade 
Month Swap 

swo 

$660 

S610 

N/A 

S100 

$110 

3135 

PetfOieum Spread & Pradud Markets j 


GuH Coast Low Sulfur Diesel (LSD) 
Crack Spread Swap 

$3,500 

S3.K0 

S4.T25 

N/A 





Gulf Coast UUSO Crack Spreati Swat) 

$4,5hO 


$6,075 

N/A 


mH 

miBHiiii 


New York Low Sulfur Diesel (LSD) 
Crack Spread Swap 

S3, 500 


$4,725 

N.'A 





New York ULSD Crack Spread Swap 

$3,500 


$4,72^ 

H'A 




■I 

Up-Down Gulf Coast LSD vs, NYMEX 
HO Spread Swap 

$1,800 

$1,980 

52,430 

N./A 




m 

Up-Oown Gulf Coast ULSD vs. 

NYMEX HO Spread Swap 

$1,500 

Hi 

$2,02.5 

N,/A 





K2 Hesting OH Up-Down Spread 
Calendar Swap 

$1,200 

$1,320 

$1 .620 

N/A 

$240 

$264 

$324 

(^1 

NY Harbor Haatirtg OH Calendar Swap 
(Tierl) 

$9,000 

$9,900 

$12,150 

N/A 

$250 

IHi 

$338 


NY Hartjtrr Heating Oil Calendar Swap 
(TiisrS) 

$6,500 

$9,360 

$11,475 

N/A 

$150 

$165 

$203 


NY Harbor Healing Oil Calendar Swap 
(Ttor 3) 

$7,500 

S8.250 

$10,125 

N/A 

S150 

S16s 

$203 

m 

NY Haitor Heating Oil Calendar Swap 
(Tier d) 

$7,000 


S9,a5P 

N,''A 

S100 

IHB 

$135 

MU 

Los Angeles CARO Gasoline Svrap 

$2,400 


Sa.240 

N.'A 

S4S0 

mi^ 

$646 

tJE 

Gulf Coast fl6 Fuel 1.0% Swap 



$7,425 

N/A 

$480 


HHBIBI 

MM 

NY HaiPpr Residual Fuel 1 .0% Sv.mp 

$5,000 


$6,750 

N/A 

$480 


HBHISS 


European Napnth.a Calend.ar Swap 
(Tier 1) 

$60,000 

$66,000 

$81,000 

$3,400 

$2,400 

111^^5 

S3, 240 


Eunpean Naphtha Calendar Sw.ap 
(Tier ?) 

SSS.OOft 


$74,250 

N/A 

$2,400 

llggl 

$3,240 

m 

Eurofjsan Jet Koro NWE Caianciar 
Ssvap (Worthwost Europe) 

$60,000 

$66,000 

$81,000 

H'A 

$3,400 

$3.7.40 

§4,590 

m 

Etiritpean Jel Keio Hotlciclain 

Calendar Swap 

S22.000 


$29,700 

N/A 

$2,400 

S2,G40 

53,240 

H 

European Gasoil 0.2 Botteidam 
Calendar Swap 

$40,000 

$44,000 

$54,000 

N.'A 

$3,400 


iHHB 

■ 

European Gasoil 0 2 NWE Calendar 
Swap (Northwest Europe) — Tier 1 

S23,(X)G 

$25,300 

$31,050 

M'A 

$2,400 

$2,240 

$3,240 

■ 

European Ga-soii 0.2 NVv'E CaleorJar 
Swap (Northwest Europe) — Tier ? 

S21.000 

$23,100 

$28,3'i0 

N./A 

$2,400 

fimii 

S3,240 

Hli 

European Gasoil 0.2 MED Calendar 
Swap (Moditerraneen) 

$21,000 

$23,100 

$2.3.350 

N/A 

$2,400 

S2.04(T 

S3.-240 

UP 

European ULSD (Diesel) notlord^n 
Calendar Swap 

$21,000 

$23,100 

$28,:^ 

N/A 

$3,400 


S1,590 


European ULSD NWE Cal'jndar Swap 
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UL 

(Ni.irfliwest EufOpQ) 

sai.oTO 

$23,100 

$28,350 

N,'A 

$3,400 

S3.740 

$4,590 

y.F 

European 1% Fuel Oil Calendar Swara 
(Ncrtdwest Europe) 

S24.O0Q 

$26.4«) 

$32,400 

N.'A 

$3,800 

S4.180 

S5,130 

UH 

European Fuel Oil Rottcidam 
Calendar Swap 

S24.0{X) 

$26.4<» 

$32,400 

N/A 

$3,400 

j^yiyi 

34,590 

HI 

Eutorjeaii 3 b% Fuel Oil fioiterdanr 
Calendai' Swap 

325,000 

$27,500 

$33,750 

N.'A 

$3,400 


$4,590 

■1 

Europsan S.aHi Fuel Oil MED 

Calendar Swap f Meditei raneans 

S16.00Q 

$17,600 

$21.6tX) 

N.rA 

,$3,400 

lyyi 

S4,59Q 

1^1 

European Singapore Fuel Oil leOriSt 
Calendar Swap 

S23,G30 

$25,300 

$.31,050 

hl/A 

$2,400 

$2,640 

$3,240 



$9,000 


$12,150 

N/A 

.$500 


SC75 


GuSf CoasI Healing Oil Calendar Sw.ap 

$1,500 


S2.02S 

M/A 

S400 

5440 

S540 

GE 

Gc'if CoasI Jet Fuel Calendar Swap 

$5,000 


SSJSO 

N/A 

S400 


£5*10 


European Gasoil Crack Spread Swap 


M-'Tri 

S7.425 

N/A 

S250 


$338 

iGG .... 

European Gasoil 0.2 GIF MED Swap 

$21,000 

gjWtUk’tl 

$28,350 

N/A 

S3.400 

HII^IEHI 

$4,590 

m 

European Gasoil 10PPM Rdam 

Barges Swap 

S55.000 

S«3,500 

S74.250 

M’A 

S3.400 

lyfy 

$4,590 

1^1 


$55,000 


$74,250 

M'A 




IR^I 


S35.000 

$38,500 

S47.2f.O 

N/A 




Hi 

Erjropean Gasoil (ICE) Calendar Svrap 
(Tier 3) 

S30.000 


$40,500 

N.--A 




ISHI 

European Gaso'l (iCE) Calendar Swap 
(Tier 4) 

S25..0«) 

$27,500 

$33,750 

N/A 





Europaan Argus Gasolinri Crac-K 

Spread Swap 

$4,000 


S5 400 

N-A 

$860 

IHB 

$1,148 

HI 

European Plaits Gasoline MED Crack 
Spread Swap 

$2,550 

HH 

$3,570 

N/A 

5225 


5304 

pai 

European Naphtha Crack Spread 

$5,500 


$4,725 

N/A 

S250 

HISS 

$338 


European ULSD 50 PPM ClF NWE 
Swap 

330,000 


$40,500 

M'A 

$3,400 


$4,590 


Europaan ULSO DO PPM ClF MED 
3v;ap 

$60,000 


$81,000 

W'A 

$3,400 

$3,740 

£4,590 

ET 

Eutxjpean ULSO 50 PPM FOB MED 
Svrap 

$25,000 

$30.&30 

$37,800 

N/A 

$3,400 

lyys 

S-4,590 


European Gasoil 0.2 Hdam Beiges v. 
Gasoil Futures Swap 

$6,000 


$8,100 

M'A 

$200 

— 

5270 

m 

European Gasoil 0.2 ClF NWE v. 

Gaaoi! Futures Swap 

$2,000 


52.700 

N/A 

5200 


$270 

Hi 

European Gasoil 0.2 ClF MED v. 

Ga.soil Futures Swap 

$2,750 

HB 

S3.713 

N/A 

$150 

ys 

$203 


European Gasoil 0.2 FOB MED v. 
Gasoil Futures Swap 

$7,000 

I^BI 

$9,400 

N:‘A 

$1,50 

lyy 

$203 

lej 

ii'ii''i!iiiiniiiiy'iiifiiii"iiiiM 

SIO.OOO 


$13,500 

N/A 

S1S0 

yys 

$203 

HI 

European ULSD 50PPM ClF NWE v. 
Gasoil Futures Swap 

$8,000 


$10,800 

H!A 

$900 

y^y 

SI .21 5 

ili 

European ULSD 50PPM ClF MED v. 
Gasoil Futures Swap 

$10,000 

lyis 

$13,SfKJ 

t-VA 

S800 

yiyi 

$810 


European ULSD SOPPM FOB MED v. 
Gasoil Futures Swap 

S17.0X' 

$18,700 

$22,960 

H-'A 

S600 

ymy 

S810 

^il 

Eur«>ean Jel ClF NWE v Gasoil 
Futures Swap 

$20,000 

$22,000 

$27,000 

N,’A 

$200 

'lyy 

$270 

HI 

GasfKt 1 0pprn Cargoes ClF NWS v. 

ICE Gasoil Swap 

$15,000 

$16,500 

$20J250 

N/A 

$200 

$220 

$270 

■ 

European Jei Bdam Barges v. ©.'isoi! 
Futures Swap 

S10.M0 

$11. OW) 

$13,500 

M-'A 

S150 

iWB 

S203 

Hi 

Singapore Gas-oil v. Rdam Gasoil 

Swap 

$1,500 

S4 360 

$6,076 

r-i/A 

£200 

lyny 

5270 

HA 

Healing Oil Aib Swap. NYMEX HO w. 
ndain Gasoil 

$1,000 

S1.100 

$1,350 

H-A 

S200 

lyi^s 

S27D 

.FQ 

3.5% Fuel Oil Rdam Crack Sv^ap 

$5,500 


mmmm 

MA 

S350 

ilHBBI 

$473 

gHH 


$5,500 


\wmmm 

H-'A 

$350 

$385 

S473 

■ 

1 ^^^^H|Q^HI|^H^^^HHi 

$3,000 

S3.300 

S4.050 

M'A 

S350 

yyy 

$47.3 

HI 

3.5Y, FUBI Oil FDD MED Crack Spreso 
Swap 

S.3.000 

I— 

S4,050 

M'A 

S20C 

ymy 

5270 

1 

New York Harbar Conventional 


r 
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R2 

Gtisoline vs. RBOB Swap Cortiracr 

S?.,0CI0 

$2,000 

52.700 

N/A 

$240 

$364 

S3?4 


Gulf Coast Low Sulfur Diesel (LSQ) 

$6,000 

$8,800 

$10,800 

NrA 




!■ 

Gulf Coast Ullia Low Sulfur Dicsol 
(ULSD) Swap 

$0,000 

$8,800 

$10,800 

N/A 





New York Low Sulfur Diesel (LSD) 

Swap 

$4,250 

S4.675 

$5,738 

N.'A 




IH 

New S'ork Uitra Low Sulfur Diesel 
lULSD'i Swap 

$4,250 

S4.675 

S5.7.-^ 

N-'A 




m 

Gulf Coast Gasoline (Argus) Caterniai 
Swap 

$6,000 


Se.lQO 

N/A 

S500 


S675 

HI 

Gulf CcasI ULSD (Argus) Caientlar 
Swap 

$4,500 

$4,950 

$8,075 

NiA 

$480 

$528 

$646 

Af _ 

Gut! Coast Jet lArgus) Calendar Swap 

$3,500 


$4,725 

NaA 

$400 

$440 

S540 

■ 


S4.000 

S4.400 

$5,400 

N/A 

S480 

HH 

$6-18 

u=- 

Los Angeles Jel (OPIS; Outright Swap 

$4,000 


$5,400 

N'A 

5400 

$440 

$540 

£I 

Mt Belvieu Propane tOPIS) Swap 

$5,000 

H^SS 

S6.750 

N;'A 

$250 

HISS 

$338 

I^H 

K80B (Platts) Caienciai Swap 

$4,500 

HH!S^ 

IIHH^^ 

N-'A 

$250 

HIHHHI 

S338 



$60,000 

»naaw:i!ti 

$81,000 

N^A 

$2,000 

52,200 

52.700 

m 

European Propane CIF ARA (Argus) 
Sw.tp 

$37,000 

$40,700 

$49,950 

NTA 

$3,800 

$4,180 

$5,130 


Japarr CAP NapfilfM (Plans; Swap 

SAO.MiO 



N/A 

$3,800 


$5,130 


Gasolms Up-Oown (Argiisj Swap 

$1,500 



N/A 

S240 

.$264 

S324 

n 

ULSD Up-Down (Argus) Swap 

$2,000 

^HS!9 


N./A 

$240 



J.U 

Jet Up-Down (Argus) 

$3.0X1 


S4.0S0 

N/A 

$240 

hbs^ 

$334 

■ 

PGOO (Plafts) vs, NYMEX RGOO 
Spread Swap 

$2,000 

S2.200 

$2,700 

N/A 

S240 

$264 

S324 



$2,000 

$2,200 

$2,700 

N/A 

$240 

$264 

S324 

JL 

Los Angeles CAHBOB (OPIS) Spread 
Swap 

$4.i»0 

$4,400 

S5.400 

N/A 

S240 

IBB 

$324 

siS 

Lo.s Angeles Jet (OPIS) Spreatl Swap 

$4,000 


55.400 

N/A 

S240 


$324 

IH 

Los Angeles CARS Diesel (OPIS) 
Spread Swap 

$3,000 

$3,300 

S4.050 

N'A 

$240 

BI^SI 

S324 


Gulf Cuast ULSD Crack Spread 
(Argus' Swap 

$3,000 

$3,300 

$4,050 

N/A 

S'180 

$523 

$646 


Gulf Coast Gasoline Crack Spread 
(Argus) Swap 

$4,500 

S4.950 

$6,075 

N/A 

$240 

HHi 

S324 

1^1 

Japan C&F Naphtha Crack Spread 
(Plans) 

$4,500 

$4,950 

$6,075 

N/A 

$250 

$276 

5338 

HHH 

Chicago Ethanol (Platts) Swap 

$3,500 


$4,728 

N/A 

S40D 


SS40 

li^HI 

New York Ethanol (Platts) Swap 

$5,000 


$6,750 

N/A 

$400 

HKIS9 

S540 

Icrude Oil & Petroleum Praduets Markets j 

■ 

NY HarPor Mealing 0(1 Crack S(.ir«3d 
Calendar Sw-ap (Tier t ; 

$4,000 

$4,400 

$5,400 

N^A 

S100 


5135 

HI 

NY Harbor Heating Oil Crack Spread 
Calendar Swap (Tier 2) 

$4,000 


SS,40C 

N/A 

$100 

$110 

$135 

Ida 

NY Harbor Heating Oil Crack Spread 
Calendar Swap (Tier 3) 

$4,000 

$4,400 

$5,400 

N^A 

$100 

$110 

S135 

189111111 

NY Harbor Heating OH Ciaok Spiead 
Calendar Swap (Tier 4) 

$4,000 

$4,400 

$5,400 

N'A 

$100 

$110 

5135 

i.RH 

RBOBv.a. Heating Oil Swap 

$7,000 


$9,450 

tsl'A 

$100 

hhsh 

$135 


RBOB Calendar Swap (Tier 1) 

$7,500 

IHIIIS^ 


N'A 

$.?'X) 

$2.20 

$270 

pBi 

RBOB Calendar Swap (Tier ?) 

$7,000 

IMMil 


N'A 

S200 

$220 

S2?0 

BL 

RBOB Calenciar Swap (Tier 3) 

$63sa 


S8.438 

r-j.'A 

$150 


$203 

mm 

RBOS Calendar Swap (Tier 4) 

$6,000 


jumiii^iiQg 

N'A 

$150 

$165 

$203 

Ibm 

RBOB Crack Spread Swap {Tier 1) 

$2,350 


?3.903 

N'A 

S100 

$110 

$135 

I^HIH 

RBOB Crack Spread Swap (Tier 2) 

$2,650 


IHIIIIIIIIII^^Q 

NA 

SI 00 

HHI^Q 

$135 


RBOB Crack Spread Swap (Tier 3) 

$2.70) 


$3,645 

N'A 

S100 

$110 

S135 

@H[ 

RBOB Clack Spread Swap (Tier 4) 

$2,650 


niiiiiiii^^ 

N'A 

S100 

$110 

$135 

H 

RBOB Up-Down Calendar Swap 

$1,500 


S2.025 

N'A 

SlOO 

$110 

$135 

■ 

US Gulf Coast r-S HO Crack Spread 
Calendar Swap 

$3,500 

$3,850 

34,725 

N'A 

S240 

$264 

S324 

n 

US Gijil Coast Uni. 87 Cr.ack Spread 
Calendar Swap 

$4,500 

54 .960 

$6,075 

tVA 

S2.10 

lIBBS 

$324 
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MF 

Gull Ciiasi ne FI.'OI 3.0% Suiftir Sw.lp 

SS.C-XI 

SS,500 

$6,750 

Hi^B 

S49Q 

$.528 

S648 

MG 

Gu!t Coast f 6 Fuel OM Criiok Sxvap 

S5.0lX> 

35,500 

S6.750 

HHB9 

S‘180 

■IS 

SB4S 


NV Harbor Residual Fuel Crack Swap 

$3500 


54.725 

N.'A 

$480 

$528 

SQ-t8 

Rl 

NY Harbor LS Diesel vs. NYMEX *2 

HO Spread Swap 

S»500 

11 

S810 

fi'A 

S240 

msBi 


1^1 

Gulf Coast Gas vs GutI Coast HO 
Spread Swap 

$5,000 

— 

$6,750 

N-'A 

3240 

mH 

■■ 

1^1 

Guif Coast Jet vs. NYMEX SS HO 
Spread Swap 

$1,500 


S2.(»5 

N/A 

S240 

mBi 

S324 

m 


S1.0CX) 

KWi 

SI ,350 

wm 

$340 

52G4 

S324 

1^1 


S33.750 

H 

$45,563 

N,'A 

$2,000 


$2,700 


Argus NWE Gasoline Swap (Twf i) 

S60.00C 


SBI.OOO 

N'A 

$2,000 

$2,200 

S2,700 

AG 

Aigus NWE Gasoline Swap (Tier ^1 



$67500 

N/A 

$2,000 

$2,200 

S2,700 


East'West Fuel Oil Spread Swap (Tser 

StO.OGC 


$13,500 

NrA 

$1,000 

msBi 



EastA’Vest Fuel Oil Spread Swap /Tier 
2) 

M.OOO 

BW 

$6.7.10 

hi'A 

$1,000 

— 

SI, 350 

■ 

riigh-Lovv Sulfur Fuel Oil Spread Swap 

S6.00G 

$6,600 

■H 

N-A 

$1,000 

SI 100 

$1,250 

n 

Singapore Fuel Oil Spread Swap 

is.ooo 


$6,760 

N/.A 

S340 

mBSQ 

$450 


Singapore JSOcsl Fuel Oil Swap 

$25,000 

BESS 



imiiiiin^^ 

$2,640 

33,240 


Singapore Gasoil Swap 

$7,000 

rilSSEI 

HHB33 

N/A 

$400 

$440 

$540 


Singapore Jet Kerosene S'vsp 

$5,000 


S6,7S0 

K/A 

$260 

$275 

$33$ 

^91 

Singapore Naphtha Swap 

$6,000 


8,100 

N.'A 

$250 

$275 

$333 



Singapore .380nsf Fuel Oil 

$2,500 


S3.375 


$240 


$324 


Singapore Jet Regrade: Jet Kero v.^ 
Gasoil Sw.kp 

$2.00(T 


$2,700 

N/A 

S200 

j^H 

$270 

Ipreighi Future* Markets 

i^l 

Tanker Rouift TCl Ras Tnnura to 
Yokohama 

$1,500 

imm 

$2,026 

N'A 

S200 

lll^^ 

$270 

1^1 

Tanker Route TC2 Europe to U.S. 
Atlantic Coast (Tier 1) 

W.OOO 

n 

$5,400 

N/A 

$150 

HI 

$203 


Tanker Route TC2 Europe to U.S. 
Atlantic Coast (Tier 2) 

$2.0t» 


$2,700 

N,'A 

$150 

IHi 

S203 

iU 

Tanker Route TC4 Singapore to Japan 

$1,000 

■BBsa 

S1.3S0 

N/A 

$150 

mjQ 

$203 


Tartker Route TCO Ras Taiwa to 
Ypkoiiama 

$1 .750 

^ms 

32,363 

NA 

S200 

m 

$270 

m 

Tanker Route TD3 Uicldin Ea.siein Gull 
1.0 Japan 

$?.00-0 


S2.,7or) 

N/A 

$100 


$136 

EZ 

Tanker Route TD5 West Alriorr ip U.S. 
Atlantic Coast 

$2,000 

imss 

S2.700 

N/A 

$150 

HI 

satin 


Tanker Routa TD7 Noith St*a to 

Europe 

$70G 


S945 

N/A 

$50 

m 

$68 

mm 

Tanker Route TOa Caribbean to U S. 
Gulf 

$750 

mm 

$1,013 

N-'A 

$200 


$270 

12 

Tanker Route TDIOD Catibbean'o 

U.S. Atlantic Coast 

ST-CO 

IH 

$1,013 

N'A 

$150 

IH 

$203 


6N 

Nitrogen Oxide (NOX) Emis-storts 

Sa.OflO 



N'A 

S300 

Hjjlll^l 

$405 


Eankerl NOX Emissk'ins Altowanca 

$2,0Fi0 


S2.700 

N/A 

S500 

$850 

$673 

■ 

One-Year Fcrw-arcl NOX Erniswrms 
Allowance 


BBB 

$2,700 

N'A 

S300 

HI 

$405 

mmi 


$2,000 

IBS! 

S2,70C 

N/A 

S300 

miSEi 

$405 

mm 



I^Sl 

$2,700 

N/A 

S500 

SHH 

S675 

|os 

Sulfur Dioxide !S0^) Emissions 

$6,000 


sa.ioo 

N'A 

S500 

||||||||H 

3675 

[Electricily Markets 


PJM Financially Settled Peak Monthly 

$10,000 

m^s 

$13,500 

f-l-'A 

$250 

^mmi 

S330 


PJM Financiallv Settled Peak Monll-iy 
(Tier 2} 

$7.50r; 

SBB 

$10,125 

N.'A 

S250 

— 

S335 

1 
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JM 

PJM Financially Settled Peak Monmiy 
(Tier 3) 

$6,000 

mm 

$8,100 

N.A 

$250 

$275 

$338 

m 

PJM Fitiancialiy Settled Peak Mcrihiv 
(Tioi A) 

S-kSOO 


S6.075 

N;A 

S250 

$275 

S338 



$3500 


S4,725 

N;A 

S250 

$275 

S.330 



$3,000 


S4.050 

N.'A 

S250 

$275 

IIIRIIRII^^ 


PJM Finanoiallv' Setited Peak Moiitray 
(Tier 7; 

$4,000 


!^5.400 

N/A 

S2.$0 

iiiiHi 

.5.336 

1^1 

PJM Finanaaliy Settled Peak Monthly 
(Tier 8) 

$3,500 


$4,725 

H-A 

$250 


$338 

jp 

PJM Financiailv Settled Off-Peak LMP 
(Tiet 1 ) 

S6.000 


S8.100 

N-'A 

5500 


$675 

jp 

PJM Fmancialiy Satlled Off-Peak LMP 
(Tier 2) 

S-i.OOO 


^.400 

N-'A 

$100 

IBH 

$135 


PJM Financially Settled Off-Peak LMP 
(Tier 3) 

$2,500 


$3,375 

N/A 

$100 

BBB 

3135 

■1 


$2,500 


S3.375 

-N/A 

5100 


5135 


PJM Financially Settled Weekly 

$4,000 


S5.400 

N'A 

N'A 

N/A 

HA 

JD 

PJM Financially Settled Daily 

$3.iX)0 

I^SSSSl 

$4,060 

N/A 

N'A 

N,-A 

N/A 

KA 

NYlSOAPeak (Tierl) 

$?.500 

■.mill 



S500 

$550 

$675 


NYlSOAPeak (Tier 2) 

$3,000 


54,050 


S100 

$110 

5135 

KA 

NYtSO A Peak (Tier 3) 

$2,500 


S3,375 

hbks^^ 

$100 

S110 

$135 

KA 

NYlSOAPeak (Tier 4) 

$2.0)0 


$2,700 

IBBKS^ 

$100 

BSS 

S135 


NYiSOAOff-Poak(Tlefl) 

$1,500 


S6,075 

N/A 

S500 

$550 

S67S 

H 

NYfSQ A Off-Peak ^Tiei 2) 

$3,500 


$4,725 

N./A 

$100 

$110 

3135 

m 

NYlSOAOtt-Peak(Tier3j 



bbhe^s 

N/A 

5100 

$110 

$135 

m 

NYISO A Off-Peak (Tier i) 

Sd.CKJO 

BB 

$5,400 

WA 

$100 

■BEI 

$135 

m 

NYlSO A Daily • Peak 

$3,000 



N.'A 

N/A 

HHSZ3 

BBBBBB3 

KQ 

NYtSO G Peak {Tier t) 

$2,500 


HBS&3 

HE&3 

5500 

BB^^ 

$075 

m 

NYtSO G Peak {Tier 2) 

$3,000 

IHSIES3 


ibksssi 

$100 

$110 

$135 


NYtSO G Peak (Tier 3) 

$3,000 


S4.050 


$100 

BBSS 

$135 

m 

NYISO G Peak (Tier 4) 

$3,000 


$4,050 


$100 

bbbbi 

■■■B 

m 

NYlSOQOfl-Peak(T(erl) 

$5,000 


$6,760 

N-A 

$500 

■KB 

$675 


NYiSOQ Off-Peak tTier2> 

$3,500 



N.A 

$100 

$110 

$135 

H 

NYISO G Off-Peak (Tier 3) 

$4,500 



N-’A 

$100 

$110 

S135 

KM 


$4,000 



N'A 

S100 

$110 

$135 

m 

NYISOQ Daily -Peak 

$3,000 


$4,050 

N-A 

N/A 

bbbsei 

N/A 

KJ 

NYISO J Peak (Tier tl 

$3,000 


$4,050 

■■S3 

$500 

$550 

$575 


NYISO J Peak (Tier 2} 

$3,000 


$4,050 

$3.S00 

$100 

$110 

S13S 

m 

NYISO J Peak (Tier 3) 

$3,000 

HSB3 

S4,0S0 

HII^EE3 

$100 

$110 

$135 

W 

NYISO J Peak (Tier 4) 

$3,000 


$4,050 


$100 

$il0 

S13S 

K.K 

NYISO JOn-Psak (Tierl) 

$5,000 

IB@^ 


N/A 

$500 


SS75 

KK 

NYISO J Off-Peak (Tier 2) 

$3,500 

S3.05O 


ibihbs 

$100 

.1110 

$136 

KK 

NYISO JOti-Psak (TterS) 

$3500 



N/A 

$100 

$110 

$135 

KK 

NYISO J Off-Peak (Tier 4) 



54,050 

N/A 

S100 

$110 

$135 


NYISOJ Dally -Peak 

$3,000 

IB^^S 


N/A 

N/A 

N.'A 

N/A 

MBI 

ISO Nfivi England Peak (Tier i ) 

$7,000 



N'A 

S50Q 

■m 

$675 

Ini 

ISO New England Peak (Tier 2) 

$0,000 

IH^I 

bhksems 

N/A 

$100 

$110 

3135 

H 

ISO Nevr England Peak (Tier 3) 




hhb&i 

$100 

$110 

$135 

[m 

ISO Mew England Peak (Tier 4) 

$6.M0 

BESS 

$8,100 

f-J/A 

S100 

$110 

S135 

■ 


S5,000 


S6.7S0 

N/A 

$500 

.BI^B 

S675 

■ 

ISO New England Ott-Peak LMP fTie; 
2) 

$3,500 


$4,725 

N-A 

$100 

BBB 

$135 

■1 

ISO New England Off-Peak LMP {Ti^-r 
3) 

$4,500 

MB 

S6.075 

N/A 

$100 

BB 

SI 35 

■i 

ISO N<;v/ England Oli-PeaU LMP (Tier 
•1) 

$4,000 


$5,400 

H-A 

$100 

$110 

$135 

CE 


$1,500 

iiQ^] 

S2.025 

MA 

N'A 

N/A 

H-'A 

UM 

Northern Illinois Hub Peak Monthly 
(Tier 1) 

$10,000 

$11,000 

$13,500 

N/A 

$500 

$550 

$675 
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UM 

Noiltiens IlSinois Hub Pcct* Monthly 
(Tier Zj 

$6,000 

S6,600 

$8,100 

NrA 

$100 

$i!u 

S135 

■1 

Norifierri Illinois Hub Peak Monthly 
(Tier 3! 

$5.Q00 

S5.500 

$6,750 

N/A 

StOO 

IBl 

$135 

1^1 

NQitbern Illinois Hub Peak Monthly 

$4,000 

S4.400 

S5.400 

N'A 

SlOO 

■R 

■B 


■■liijiiililii 

$4,000 

$4,400 

$5,400 

NfA 

$500 

lllllll^^ 

$675 

■ 

Nonhem Illinois Ott-Peak Monthly (Tiei 
2) 

$1,500 

$1,650 

S2.02S 

HH 

SlOO 

$110 

$1.35 

m 

Northern illinois Off-Peak Monthly (Tier 
3) 

$1,500 

$1,650 

$2,025 

N-A 

S1'50 

$M() 

■■1 


Motihein Illinois Off-Peak Montl>h' (Tier 
T) 

$1,500 

$1,650 

S2.025 

N.'A 

S1(X) 

$110 

$135 

■ 


$2,500 

S2.750 

warn 

NrA 

N/A 

M/A 

N.'A 

Bli 

AEP-Daylon Hub Peak Monthly (Tier 

$10,000 


$13,500 

N/A 

$500 

uniiggi 

$675 

■ 

AEP-Osylon Hub Peak Monthly Tier 

2) 

S6.000 


$8,100 

N/A 

$100 

nm 

$135 


AEP-Oavtoh Hub Peak Monthly (Tier 

3) 

$6,000 

1 

$5,500 

$6,750 

N;A 

$100 

$110 

$13.5 

Bl 

AEP-Daytoit Hub Peak Mcnlbly Tier 

41 

SA.OrX) 


$5,400 

N'A 

$100 


5135 

yp 

AEP-Oayion Off-Peak Mcinthly (Tier 1 ) 

$3,500 



N/A 

$500 


S675 

yp 

AEP-Oayion OH-Peak Monthly T'8i'2) 

$2,500 

BSSU 

$3,375 

tJ/A 

SlOO 

■BiB 

S135 


AEP-Dayiors Off-Peak Monthly (Tiei'3> 

$2,500 



N/A 

$100 

$110 

S135 



AEP-Dsyton Off-Peak Monthfy (Tier 4) 

$1,500 

IIBB9 

HiHS@ 

N'A 

$100 

$110 

$135 

n 

AEP-Oayton Hub Daily Swap Fuiuies 

$3.C00 

lEESS] 

$4,050 

N/A 

N/A 

N'A 

N/A 

HI 

Dow Jones Mid-Columbia Elactnctty 
Price Index Fottiras (Tier 11 

$8,tX>0 


$10,900 

N/A 

$500 

S5.50 

$675 


Dow Jones MId-Coliimbta Elecincity 
Price Index Futures (Tier 2) 

$8,C«0 


$10,800 

N.A 

5100 

l^H 

$135 

H^l 

Dow Jones Mid-Columbia Eleotricrty 
Pficie Index Futures Tier 3) 

$8.v)ri0 

S8.800 

su.eoo 

N'A 

$100 

$110 

S13S 


Dow Jones Mid-Columbia Electricity 
Price index Futures (Tioi -H 

$5,000 

$5,500 

S6,750 

N'A 

$100 

$110 

$135 

DP 

Dow Jones Paio Verde Electricitv Price 
Index Fuiures (Tifif 1) 

$8,000 

S8.800 

$10,800 

N/A 

$500 

$550 

$676 


Dow Jones Palo Venje Electricity Price 
Index Futures (TiorlS) 

$8,000 

$8,800 

$10,800 

N'A 

$100 

HI 

$135 

n 

Dow Jones Palo Vordo EieclriciTy Price 
Index Fufuros iTei' 3) 

$8,000 

lEB 

$10,800 

N/A 

SlOO 


$135 

■1 

Dow Jones Palo Verde Electnoity Price 
Index Futures (Tier 4) 

$5,000 


$6,750 

N'A 

$100 


$135 

Bl 

Dow Jones North Path-t5 Electikiity 
Price Index Futures (Tter 1) 

$0,000 

Sfi.800 

$10,800 

N'A 

$500 


$675 

HI 

Dow Jones North Path- 1 15 Electricity 
Price Index Futures (Tier 2) 

$8.0Cif.- 


$10,800 

N/A 

$100 

HB 

S135 


Dow Jones North Paih-tS Electnclfy 
Price Index Futures (Tier 3) 

$8,000 


$10,800 

N'A 

$100 

HB 

5130 



$5,000 

S5$0Ci 

Se.750 

N/A 

SlOO 

HBH 

S136 

n 

IWWWMillilJil'tl 

$10,000 

$n,L«o 

$13,500 

N-A 

$500 

$550 

$675 

n 

Oov/ Jones South Path-15 Sieciucity 
Price IniJex Futures Tier 2) 

S9.0Q0 

S9.900 

S12.130 

BH 

SlOO 

$110 

$135 

■ 

Daw Jones South Path-1 b Electnciry 
Price Index Futures (Tiei 31 

J3.000 

S5„500 

S6.750 

N'A 

$100 


warn 

■1 

Doy.- J ones South PsUviri Electricity 
Pnee Index Futures (Tier 4) 

$5.0013 

$5,500 

$6,750 

N'A 

S100 

BBH 

$135 

HI 

Cinergy Hub Calendar-Month LMP 
Sw.ip (Tier 1 ) 

52.500 

■W 

S3.375 

N/A 

$500 

IHfl 

sprs 


Cinnnjy Hub Calenclar-Monlh IMP 
Swap (Tier 2; 

$5,000 


$6,750 

N'A 

SlOO 

mm 

Si 35 

■ 

Cint'igy Hub Calendar-Month LMP 
Swap (Tier 3) 

$6.KiO 

BSI 

$8,775 

N'A 

3100 

i^H 

$135 


Cinergy Hub Calendai'-Monlh LMP 
Swap Tier 4} 

$5.!^ 

S5.500 


N-A 

SlOO 

BBBI 

$135 

1 

Cinergy Hub Off-Peak LMP Swap Tier 
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n 

$3.0(X> 

S3, 300 

§4.0!Hj 

Hr'A 

S500 

$550 

S675 

iHii 

Cinergy Hub OO-Peak LMP Swap (Tier 
2) 

S2.5(XI 

S2.750 

S3.375 

N.'A 

$100 

HS9 

S135 

■ 

Cint’roy Huh Off-Peak IMP Swap (Tier 
3) 

S2,500 

BW 

S3,375 

N/A 

3 1 00 


$135 

■ 

Cinergy Hub Off-Peak LMP Swap (Tier 
4i 

$1,500 

S1.650 

S2.fES 

H'A 

$100 

$110 

$135 

cc 

Cinergy Hub LMP Swap (Daily Peak) 

$1,000 


SI .350 

N/A 

N.'A 

N.^A 

N/A 


Michigan Hub Calengar-Mon’.h LMP 
Swap 

$4,500 

$4,950 

56.075 

N'A 

$1,200 

51,320 

$1,620 

HJ 

Michigan Hub Off-Peak LMP Swap 

$-3,500 


$4,725 

N'A 

$1,500 

BBj^S 

S2,025 

H^l 

MISO Illinois Hub Ca!er?dar-Monlh 

LMP Swap 

$3,500 

S.3.e50 

S4.725 

hi/A 

$1,200 

$1,320 

$1,B20 

QJ 

MISO Illinois Hub Ofl-Poak LMP Swap 

$2,500 


S3.375 

N/A 

$1,000 

$1,100 

SI ,350 

Bli 

Minnesota Hub Calendar-Month LMP 
Swap 

$3,500 

1 

$3,850 

$-1,725 

N'A 

SI. 800 

QRH 



Minnesota Hub OtI-Peak LMP Sv/ep 

$4.5K) 


$6,075 

N'A 

S2.500 

52 750 

$3,375 



$1,500 

SI .650 

S2,025 

N/A 

$250 

$275 

S3-38 

Bi 

ERGOT Houston Calend.sr Day Peak 
Swap (Platts Megawatt Daily) Contract 

$2,500 

$2,750 

$3,375 

N;'A 

S250 


$338 

Hymn 

ERCOT North Calendar D-ay Peak 

Swap (Platts Megawati Daily) Cor'tract 

$2-000 

S2-200 

S2.700 

NA 

$250 

bb 

S338 

1^1 

ERCOT Hub Average MCPE Trading 
Hub Calendar Day Peak Swap 

Contract 

$2,000 

^.200 

S2.700 

N/A 

5250 

H 

$338 

BI 

ERCOT Houston MCPE Trading Hub 
Caiertdav Day Peak Sv»iap Contract 

$3,000 

$3,300 

$4,050 

N'A 

S250 

$275 

S33S 

■1 

IliMBgWIIIlBiiiM 

$2,500 

$2,750 

$3,375 

N.'A 

S250 

$27.5 

$338 


ERCOT Sellars Choice Peak Swap 
(Platts Megawatt Dally) Contract 

SS.OOO 

S6,600 

S8.100 

N'A 

.S260 

BB 

$338 

MI 

ERCOT Hoi.iston Peak Swap (Platis 
Msgawan Daily) Contract 

$7,000 

S7.700 

$9,450 

N’A 

S2S0 


$338 


ERCOT North Peak Swap (Platts 
Megawatt Daily) Contract 

$7,C00 

$7,700 

S9.450 

N/A 

$250 

IIH 

S338 

jlH 

ERCOT Hub Average MCPE Trading 
Hub Peak Swap Contract 

SS-tiOO 

$5,500 

$6,750 

N'A 

$250 

$275 

$338 

fll 

ERCOT Houston MCPE Trading Hub 
Peak Swap Contract 

17,500 

IQS 

$10,125 

N/A 

$250 

n^i 

$338 

Bli 

ERCOT North MCPE Tiadlng Hub 

Peak Swap Contract 

$7,500 

$3,250 

$10,125 

N/A 

$250 

— 1 

$338 


Notes 


' 

The additional spot month aaaesstnont Isappliodirilwo Incienic-rts. First. SlOO on pouitions at the ctosrs of lKisir>ess on the bu.sinoss day preceding termination. 
Second, an additional $2,300 on poslliorrs at thedoecof busirwsson theday ot teiiiiinaiion. 

B 

The additional .spot month assessmenl is effective on ihefirel hosiness flay oi trading for tho current deliverv month. 


For cleared contract, the additional spot momh assessment is effective orr flw day Kubrrrission doadliiie teiminafes. 

B 

For traded contracts, the addmonai spot month a^essment is silective as of the close of busHiess one day pnor to the last trading day. 


The soot month assessment will take piaco in two increrr<eiits. Fira, $l00on positions at the dose of businoss on tiic 'jay preceding termination. Second, the 
remaining of the spot assessmont on posirioos at the dose of business on ttie day after termination. 

Tie 

r Requirements: QuMg^t M.jrgins, /n//4:CPf!:?mc<7(i>-S;>reArfAf4./5KV)s 


Outiigtw Margin Tiers 

2 Tiers 

Tier 1r 1st neartry month (spot month) 


Tier 2; 2nd near^ and Greater 

3 Tiers 

Tier 1; 1st ihrcxigi) 2nd nearby month 


Tier 2: 3fd Uirough 5(h neaiby month 


Tier 3: Greater than Sth neai^ month 

3 Tiers 

Tier 1: 1st tl)rcwgh2rKt nearby montfr 

/Nsfr/r.-?/ G,is Inctex Swaps) 

Tier 2: 3rd nea.’by ntanth 


Tier 3; 4th ne^by and Greater 

4 Tiers 

Tier 1; lid nearby nKSiih 

j'fJS. Rt, HT, OO') 

Tier 2: 2nd thrrAigh 4th nearby month 


Tier 3: 5lh through 1 11h nearby month 


Tier 4: Greater than 1 Hh nearby mordh 


httn'/AxM! 


r>ni 
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1 Tk.-is 

Tier 1 ; 1 si nearby mordh {Sfpoi moritfi) 

Tier 2: 3nd through 6th nearby month 

Tier 3: 7th through 12lh riesetsy month 

Tier 4; Greeter tlwi 12th fsearby month 


Tierl: tsineaiby month (spotmontti) 

4 Tiers 

Tier 2nd nearby month 

(HO. OH. HK, MP, BH) 

Tiers; ;^d through 11^ nearby month 

Tier 4: Greater thar> 11 Ih nearby rnooth 

5 Tiers 

Tieri: 1st nearby month t^t mnnSi) 

Tier 2: 2nd nearby month 

Tier 3: 3rd through 6tti nearby nior!l!l 

Tier 4; 7ih through I2th nearby month 

Tier 5; Greater than 12ttt nearby iixxUh 

5 Tiers 

Tier i; 1st riearby tTKWth I'spirt month) 

(Cl. HP) 

Tier 2. 2nd throng Gilt neailty month 

Tier 3: 7th tlwough 9th nearby rtionUt 

Tier4‘. iDlh through 16 th nearby month 

Tier 5; Greater than 16th nearby rnoiilh 

5 Tiers 

Tier 1 : 1 St neartty month (.spoi month) 

(NV. JA} 

Tier 2: 2nd nearby rwaith 

Tier 3: &d through 4th nearby moitih 

Tier 4; EHh through 11th nearby month 

Tiers: Greater than 11th nearby month 

5 Tiers 

Tierl: Isl nearby fnonth(spctmonth) 

(NX, NZ) 

Tier 2; 2ivl through 5th neartsy monttt 

Tier 3; 6th ihrough 10 th nearby month 

Tier “• iiih through 17lh nearby montl'i 

Tier 5: Greater than 17lh irearby month 

STi&rs 

Tier 1 : 1st nearby m«Hh (spot month) 

(SZ) 

Tier 2; 2nd nearby month 

Tier 3: 3rd Hwou^ 4th nearby month 

Tier 4: 5th through 9th rrearby monUi 

Tier 5; Greater Ihan 9ili nearly month 

0 Tiers 

Tier I: i.st nearby mortth 


Tier 2: 2nd through 4th nearby mo.nth 

Tier 3; fith through 6th nearby month 

Tier 4; 7lh through 0lh nearby inontti 

Tier 5; 9th ihiough 10th ivtarby maith 

Tier 6; 1HI> through 12 ih noerfay montti 

Tier 7: 13th through I6ih nearby month 

Tier S: Greater Stan ISth nearby month 

9 Tiers 


(HK HP. NG, NN, NP. QG) 

Tier 2; 2nd nearby month 

Tier 3; 3id through <1h nearby month 

Tier4: 5lh Unough 9th nearby month 

Tier 6; 10th through 16lh nearby month 

Tier 6. I7ih Ihiough 2lsi neaiby momh 

Tier 7: ??nd through 33fd nearlry month 

Tier 8: 34th through 46lh neaiby month 

Tier 9: Greater than 45tl5 neadoy month 

Irnra-CommocliP/ Spread Tiers 


4 Tiers 

Ter 1 ; 1 St neaiby month is&oi month) 

(HK) 

Tier 2: 2nd ncart^ month 

Tier 3; 3fd Ihrough 1 1 th nearby month 

Tier 4; Greater than 1 ith nearby month 

A Tiers 

Tierl. 1st nearby mornii tspot month) 

(OX) 

Tier 2: 2nd Ihiough 6dj rvtarby month 

Tier 3; 7th through 1 1 th neai^ month 

Tier 4; Greater ttran 1 1 th neai^ month 

4 Tiers 

Twfi: 1st nearby month (st)Ot month) 

(CL. 3B. C2, IVS.i 

Tier 2; 2nd through 1 8ih oeitfby month 

Tier 3, 19lh through 42rKJ nearby inunth 

Tier 4-, Grrialcrtttan 42nd tiearby mwith 

4 Tiers 

Tfer 1 ; 1st oearby moi^h (spot month) 

(HO, HK. MP, an. OH) 

Tier 2: 2rKl Ihroitgh eth nearby mouth 

Tier 3; 9lti ihroiK^ 1 2th nearby nxanih 

Tier 4. Greater than i?th neaitsy month 

4 Tiers 

Tier 1; 1st nearby month lsp«^ moridi) 

(HB. RL. RM. RT. OU) 

Tier 2; 2ori ttirough 4th nearby month 

Tier 3: filit through 1 1th neaiby ii>ont!i 

T-er 4 Greater than 11th nearlty month 

5 Tiers 

7ier 1; 1st iiesiby mcsiih ispoi month) 

(A'X, NZ} 

Tier 2: 2nci through Sth nearby rnonth 

Tier 3; 6th through 10th nearby month 

Tier 4: 11th thrmigh 17^ .neaiby month 

Tier S; Greater hiart 17th rrearby month 


hffn://www nvmp.x.rom/pwH 
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' f '< Previous Release 

ICG 

ICE Facilitates Agreement to Provide Industry's Most Comprehensive Reporting 
for U.S. Energy Futures Contracts 

ATLANTA, May 29, 2000/PRNewswire-FirstCal! via COMTEX News Network/ - IntercontinenialExchange (NYSE: iCE), a leading operator of global 
derivatives exchanges and over-the-counter (OTC) rrrarkets, today announced that, in cooperatiorr with the U.S. Commodity Futures Trading 
Commission (CFTC) and the U.K. Financial Services Authority (FSA), it has faciRtated the development of a cross-border program to provide 
enhancements to its energy market data reporting, including the large trader reports already in place on its West Texas Intermediate (WTI) crude oil 
futures contract. 


The expanded information sharing agreement, initiated by ICE and detailed below, will be subject to the existing memorandum of understanding 
(MOU) between the FSA and the CFTC. As a result of these proactive enhancements. tCE Futures Europe vhti provide greater transparency in its 
markets than is currently provided by other U.S. futures exchanges. 


"Transparency and innovation have always been cornerstones of our marketplace, and we are proud that the information we are providing voluntarily 
to the CFTC and FSA will make ICE Futures Europe the most transparent energy market in the world today." said ICE Chairman ar\d CEO Jeffery C. 
Sprecher. "We believe today's agreement will bring even greater visibility artd oversight to the global energy markets, and we are confident the 
enhanced information will demonstrate that both ICE and our participartts already operate in a manner consistent with existing U S. regulations. 
Prudent regulatory information sharing and cooperation, rather lhar? enactment of onerous and duplicative regulatory schemes, will ensure that these 
vital markets remain transparent and do not move offshore." 


The reporting arrangement announced today demonstrates ICE'S continued leadership in providing timely, transparent disclosure to U.S. and U.K. 
market regulators. Since 2006. ICE has been provirfmg information regarding its ICE Futures Europe markets to the CFTC throu.gh a memorandum 
of understanding between the CFTC and the FSA, which has primary regulatory jurisdfcliort over fCE's energy futures markets. The MOU included 
the provision of large trader reports by ICE to the FSA and subsequent reporting of that information to the CFTC. The enhanced agreement 
announced today is comprised of five key components: 


1. Exparided informacion-sharing to provide the CFTC with daily large 
trader positions in the UK-listed WTI crude oil contract; 

2. Extended trader information sharing to provide crude oil trading data 
for all contract iKonchs in the WTI contract; 

3. A comiricment to provide trader infoimation to permit more detailed 
identification o£ market end users; 

4. A commitment to provide modified data formatting so trading information 
ca^^ be seamlessly integrated into the CFTC’s surveillance system; and 

5. In addition to the established position management program that FSA 
currently requires of ICE Futures Europe, ICE Futures Europe will 
notify the CFTC when traders exceed position accountability limits in 
Che WTI crude oil contract that have been established by domestic 
contract markets. 


Sprecher added: 'These steps will assure that as a fully regulated exchange, we are providing the best information available. We evaluated a number 
of ahernatives to ensure that regulators and policy makers have the tools they need to monitor the markets that we operate. Changes such as those 
agreed to today can increase transparency without Impeding price discovery or artificially muting supply and demand fundamentals, which could 
result from mandated, arbitrary margin adjustments. In the past year, margin requirements for the ICE WTI contract have risen over 140%, yei crude 
oil prices continue to rise. Margin requirements are. and should continue to be, used solely to ensure prudent risk mainagsment via a clearing house 
and not to attempt to establish artificial price controls. Markets have demonstrated over time mat such efforts are Inettoctive.'’ 


ICE Futures Europe has a twenty-eight year track record as a regulated futures excharrge and performs rigorous surveillance functions. As a result of 
iCE's experience and the enhanced data reporting to the FSA and CFTC, ICE'S WTI contract offers greater transparency lo both market participants 
and regulators than those offered by competing exchanges in the U.S., Asia and the Middle East. ICE's diverse product offerings, technologically 
superior platform, unparalleled accessibility and liquidity continue to draw new users who are seeking world-class risk management solutions in 
today's volatile marketplace. 


About IntercontinentalExchange 


intercontinentalExchaHge{R) (NYSE: ICE) is a leading operator of global exchanges and over-the-counter (OTC) markets. ICE offers futures and 
OTC markets on a single trading platform, including markets for crude oil and refined products, natural gas, power and emissions, as wet! as 
agricultural commodities and financial products such as canola, cocoa, coffee, cotton, ethanol, orange juice, wood pulp, sugar, foreign currency and 
equity index futures and options. ICE(R) conducts its energy futures markets, including the leading oil benchmark contracts, through its London- 
based exchange. ICE Futures Europe(TM). ICE corrducts its global agricultural commodity, foregn exchange and equity index futures markets 
through its U.S. and Canadian exchanges, ICE Futures U-S.(TM) and ICE Futures Canada(TM), and offers clearing services through ICE Clear U.S. 
(TM) and ICE Clear Canada(TM). ICE’s state-of-the-art electronic tracing (rfatfOTm serves market participants in more than 55 countries. ICE is 
included in the Bussell 1000(R) Index and the S&P 500 Index. Headquart^ed in Atlanta, ICE has offices in Calgary. Chicago, Houston, London, New 


Vi t-fi-*' //if 







610 



Volume from Alt 
Terminals 




48,682,720 

31,225,943 

64.1% 

inniH 

191.523 

126,336 

66.0% 

Ice RBOB Gasoline Futures (01*04) 

14,470 

9,150 

63.2% 


48,888,713 


64.1% 


iL 


ICE WTI Futures 


ICE WTI Futures 


ICE WTI Futures 


ICE WTI Futures 


ICE Heating Oil Futures 


ICE Heating Oil Futures 


ICE Heating Oil Futures 


ICE Heating Oil Futures 


ICE Heating Oil Futures Total 


ICE HBOB Gasoline Futures 


CE RBOB Gasoline Futures 


OB Gasoline Futures 


OB Gasoline Futures 


12,232,730 


1 1 ,396,272 


12,680,630 


12,373,088 


48,682,720 


75,930 


46,862 


39,493 


29,2381 


191,523 


1,1441 


420 


7,1441 


6,723,712 


7,181,2161 


31,225,943 


43,0301 
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Annex I 


Trading volume statistics for the Period - Q1 2007 (01 January - 31 March 2007) 


Product 

Volume from All 

Volume from ILS 

K Percentage from Total V^)!umej2| 


Terminals 

TerminaislI ( 

Termimils 


ICE Bren! Futures 


766,406 


4,819,876 


35.0% 


,14,925.813 


ICE Gasoil Futures 


5.215,00! 


1,223,525 


23.5% 


5,634,798 


ICB WTI futures 


12,232.730! 


6,723.712 


55.0‘!- 


12,804,675 


ICE Heating Oil 
Futures 


75,930 


43,030 


56.7% 


75.930 


ICE RBOB 
Gasoline Futures 


1,144 


137 


I2.0%! 


1.1,44 


ICE R,ichBr(is Bay 
Coal Futures 


0 , 0 % 


15 


ICE Rotterdam 
Coal Futures 


885 


165 


18.6% 


1,180 


ICE UK Natural 
Gas Futures 


225,425^ 


90,100 


40.0%! 


275,825 


ICE UK Electricity 
Futures ( power) 


430 


20 


A.T/ 


1,700 


ICE ECX CF! 
Futures (etTii.ssion.s) 


70,237 


6,596 


9.4”/o 


192,557 


ICB Brent Options 


2,532: 


Q.0% 


17,152 


ICE Ga.soil Options 


ICE EC.X CFI 

Options 

(cini-ssions) 


3,345 


450 


205 


rn Speciflca ilv USA-based ICE Futures ^ ' leta-uac 
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Annex I 


Trading volume statistics for the Period - Q2 2007 (01 April - 30 June 2007) 


Volume from V'oluine from Percentage from Total Volumcjl 
All Tfimuials li.S. li.S. Tcriiiinals 

Terinin5ils|l| 


ICE Brent 
Futures 


ICE Gasoil 
Futures 


ICE WTI Futures 


\CEUld6h 
Eastern Sour 
Crude futures 


ICE Heating Oil 
Futures 


ICE RBOB 
Gasoline Futures 


ICE Richards 
Bay Coal Futures 


ICB Rotterdam 
Coal Futures 


ICE UK Nalural 
Gas Futures 


ICE UK 
Electricity 
Futures (power) 


ICE ECXCFI 
Futures 

(emissions) 


ICH Brent 
Options 


ICF. Gasoil 
Options 


ICE WTI Options 


ICF FCXCFI 

Options 

(emissions) 


13,:iS4,7l9 


4,917,I49i 


11,396.272 


74.080! 


46,862 


420 


135 


2,050 


203.310 


60| 


92,235 


5,220,047! 


1,301.567 


7,181.216 


!,537 


3,804 


2,341 


1,050 


23.370! 


28,9541 


216 


68,320' 


8,129 


llOj 


U452! 


39.0%! 


26.5%! 


63.0% 


31.5% 


61.8% 


5l.4?/o 


0.0% I 


11.7% 


33.6% 


8 . 8 % 


62 . 0 %! 


0.0®/o 


14.637,211 


5,3.33,931 


12,180.719 


74,105 


48 , 95 . 3 ; 


755 


290 


2,585 


258.135 


222,495 


14.579! 


37,476 


4,251 


5.875 


ICE Futures Members or USA-based RIs registered t» UK-based ICE Futures Members. 
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Annex 1 


Trading volume statistics for the Period - Q3 2007 (01 July - 30 Sept 2007} 
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Annex 1 


Trading volume statistics for the Period - Q4 2007 (01 October - 31 December 2007) 


Product 

V'^olume from 

Alt Terminals 

Volume from 

U.S. 

Terniinais[l| 

Percentage from Total VoIumel21 
l‘.S. Terminals 

ICIii Brent 

Futures 

14.058,629 

6,835,095 


1.<,07S.9I7 

iCB Gasoi! 

Futures 

6,4.29,492 

1,799,438 

27.9% 

6,934,271 

ICE VVTt Futures 

12, .273 ,088 


69.0% 

1 3,049,994 

ICH Middle 
Ea.stern Sour 
Crude futures 

<>,483 

755 

1 1 .6% 

6.633 

ICE Vtearing Oil 
Futures 

29,238 

HH 

74,5% 

39,131 

iCE R BOB 
Gasoline Futures 

5,7('>2 

IB 

6.2,5% 


iCIJ Richards 

Biiy Coal Futures 


0 

0.0% 

470 

ICE Rotterdam 
Coal Futures 

1,250 

0 

0,0%> 

2,67,5 

1 

iCE UK Natural 
Ga.s Futures 

273,490 

139,560 

51.0% 

320,435 

iCE UK 

Blectricity 

Fiftures (power) 

0 

0 


495 

ICE HCX cri 

Futures 

(emissions) 

9.2,181 


H 

263,530 

ICB Brent 
Options 

iOl 

0 

iim 

12,265 

ICE Gasofi 
Options 

249 

1 

0.4% 

25,77(1 

ICE WTI Opiions 

490 

445 


1,002 

ICE ECX CFl 

Options 

(emissions) 

6.726 

0 

0,0% 

19,961 

1 Totals 

33,288359 

‘ 17342,743 


35.761,311 


[ 1j US A^sed )CE Futures M gmbefs or USA-based Rls feqtstere ct !0 UK-ba aed ICE Futures Members, 

j2') Total Voiufng ind\.'d es E xclianaejof Physical. Ex dtanoe for Swac and Biot^ Tr ades 
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Annex 1 


Trading volume statistics for the Period - Q1 2008 (01 January - 31 March 2008) 


\ oiume frum 
All lertninuls 


ICE Brent 
Futures 


S'lilunie from 

VS. 

lcrminais|]| 


Pfrccnlnfic from I'otaJ Vnlumel’l 
l.'.S. Terminals 


15.642,160 


6,816,025 


43.6‘'/o 


16.740,079 


4CE Gasoil 
i Futures 


6,842,075 


1,722,949! 


25.2% 


7.283,503 


ICE WTl Futures 


ICE Heating Oil 
Futures 


13,183,324 


7,935.547 


29,671 


60.2% 


67.1%! 


15,903.080 


31,436; 


ICE Middle 
Eastern Sour 
Crude furures 


ICERBOD 
Gasoline Futures 


ICE Richards 
Ray Coal Futures 


11,519 


1,350 


3,899 


33-8% 


0 . 0 %! 


11.756 


2,050 1 


ICE Ronerdam 
Coal Futures 


ICE UK Natural 
Gas Fumres 


2.820 


265.780 


108,675 


0.0%l 


40,9% 


4,960! 


309,545 


ICE UK 
Electricity' 
Futures (power) 


0 . 0 % 


10 


ICE ECX CF! 

Future.^ 

(emissions) 


ICE ECX CF! 
CER Futures* 


151,017' 


3.249 


23,956 


33! 


15.9%! 


346,979 


8.589 


ICE ECX CFl 

Options 

(emissions) 


25.0001 


65 


0.3% 


83,0)5 


ICE Brent 
Options 


116: 


0 . 0 % 


6,3961 


ICE VVTI Options] 


1.206 


991 


82.2%: 


4.248 


ICE Gasoil 
Options 


40.971 
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ice 

Richard A. Shilts 
Dircctor. 

Division of Market Oversight 
Commodity Futures 1 radlng Commission 
'I'hree Lafayette Centre 
n55 2L'sWLN,W. 

Washington, D.C. 20581 
USA 


08 January 2008 


Dear Mr. Shilts 


Trading volume statistics for 01 October - 31 December 2007 

Under the conditions of the original CFT'C no-action relief which was granted on 1 2 Noveml>er 1999 
thereby pertniuing the Exchange to make available its Natural Gas futures contracts on the ETS 
Piaifonn, among others, the Exchange was required to satisfy the following condition: 

"For each contract avaflahk to he traefed through ETS. the total trade volume originating from F.1S 
lerminols assigned to each of the [Exchange] 's members in the US compared mih total trade woridwide 
volume for such products through ETS and the total worldwide trade volume for such products trailed 
on the [Exchange] generally. 

Please find attached: 

Annex 1 a table setting out the trading volumes in all of the ICE Futures’ contracts which» for the 
period 01 October to 31 l>jccmber 2007 shows: (1) the total trade volume originating 
from eicclronic trading devices providing access to the trading system in the US, (2) the 
total trade volume for such products traded through the trading .system worldwide* and 
(3) the total trade volume for such products generally, using the standardised format: and 

Annex 2 a list ol'the names, NFA ID numbers, and addresses of Members having direct access to 
the platfonn through tenninals located in USA. 

This infonnation will also be submitted electronically to dniolettcrs(i^,cfic.gov. 
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Please do noi besitaie lo conlact me on +44 (0)20 7265 5729 should you have any questions on the 
statistics provided. 


Yours sincerely, 

i ' 

- ' / ' \ ■' I 

Mark Woodward - " 

Regulation and Compliance Policy Manager 

cc: Duane C Andrescn, Special Counsel 
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CFTC Conditions Foreign Access on Adoption of Position Limits on London Crude Oil C... Page 1 of 1 


Home > N ews Room > General Press R e le a ses > 2008 

Release: 5511-08 

For Release: June 17, 2008 

CFTC Conditions Foreign Access on Adoption of Position Limits on 
London Crude Oil Contract 

Amended Foreign Access Relief Establishes New Standard 


Washington, DC - Today, the Commodity Futures Trading Commission (CFTC or Commission) announced 
that Commission staff has amended the “no-action relief letter" under which ICE Futures Europe is permitted 
direct access to U.S. customers. The amended letter conditions direct access on ICE Futures Europe’s 
adoption of equivalent U.S. position limits and accountability levels on its West Texas Intermediary (WTI) 
crude oil contract, which is linked to the New York Mercantile Exchange crude oil contract. 


in addition, pursuant to the amended letter, ICE Futures Europe will follow similar U.S. hedge exemption 
requirements and will report violations of any such provisions to the CFTC. This action also formalizes the 
recently-announced information-sharing arrangement between the CFTC and the U.K. Financial Services 
Authority by requiring ICE Futures Europe to provide the CFTC with detailed market information (equivalent to 
U.S. standards) for surveillance purposes, as a condition of direct access to U.S. customers. The CFTC will 
incorporate the foreign exchange’s data directly Into the CFTC’s Commitments of Traders report, which is a 
weekly report categorizing traders and positions. Commission staff intends to apply these new foreign access 
conditions to any future requests for direct foreign access to U.S. customers for contracts that cash settle 
against those listed on any U.S. exchange. The revised Commission staff foreign access conditions must be 
satisfied by ICE Futures Europe within 120 days. 

“These new conditions for foreign access will provide the CFTC with additional oversight tools to monitor 
linked contracts. This powerful combination of enhanced trading data and additional market controls will help 
the CFTC in its surveillance of regulated domestic exchanges, while preserving the important benefits of our 
internationat.recognition program that has enabled proper global oversight during the last decade. This raises 
the bar for all future foreign access requests and will ensure uniform oversight of linked contracts," said CFTC 
Acting Chairman Walt Lukken. "The Financial Services Authority, which has robust and appropriate 
requirements for the maintenance of market integrity and for the prevention of market abuse, has been and 
continues to be an invaluable partner as we work together to oversee our respective markets." 

In November 2006, the CFTC and the Financial Services Authority signed a ground-breaking Memorandum of 
Understanding (MOU) on market surveillance that provides for the sharing of large trader information with 
respect to linked contracts on a weekly basis and daily in the settlement week. In May 2008, the amount and 
quality of information under the earlier MOU was enhanced by, among other things, providing large trader 
information on a daily basis. 

Last Updated; Jure 17, 2008 


http://www.cftc.gOv/newsroom/generalpressreleases/2008/pr5511-08.html 


6/17/2008 
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Division of 
Market Oversight 


U.S. COMMODITY FUTURES TRADING COMMISSION 
Three Lafayette Centre 
1155 21st Street, NW, Washington, DC 20581 
Telephone: {202) 418-5260 
Facsimile: (202)418-5527 


January 3I, 2006 


Mr. Mark Woodward 

Regulation and Compliance Policy Manager 
ICE Futures 
International House 
1 St. Katherine’s Way 
London El W lUY, UK 

Re: Foreign Terminal No-Action Relief and the Proposed Launch of the ICE Futures 

West Texas Intermediate Light Sweet Crude Oil Futures Contract 

Dear Mr. Woodward: 

On November 12, 1999, the Division of Trading and Markets (T&M) of the Commodity 
Futures Trading Commission (Commission) issued a no-action letter to the International 
Petroleum Exchange Limited (IPE), predecessor to ICE Futures, with respect to its proposal to 
make its electronic trading and order matching system available to IPE members in the U.S. In 
that no-action letter, T&M staled that it would not recommend that the Commission institute 
enforcement action against \ht IPE or its members solely based upon IPE’s failure to obtain 
contract market designation under Sections 5 and 5a of the Commodity Exchange Act if IPE 
members trade for their own accounts or, with certain registrant status, accept and/or submit U.S. 
customer orders to IPE’s electronic trading and order matching system. That no-action letter was 
subsequently amended by the Division of Market Oversight (Division), T&M’s successor 
division, on July 26, 2002, Febniary 24, 2003, March 10, 2003, and April !4, 2003. 

On January 17, 2006, ICE Futures notified the Division of its intent to launch a West 
Texas Intermediate Light Sweet Crude Oil Futures Contract (WTI Contract) on February 3, 

2006. The notification was provided pursuant to the Commission’s Statement of Policy' 
regarding the listing of new futures and option contracts by foreign exchanges that are operating 
electronic trading devices in the U.S. pursuant to a foreign terminal no-action letter, indicating 
that ICE Futures intends to make the WTI Contract available for trading in the U.S. 

The Division’s November 12, 1999, letter remains valid at this time. Please be advised, 
though, that the Commission will be evaluating the use of the no-action process in light of 
significant issues raised by the factual circumstances underlying the subject notice. The 


’ Notice of Statement of Commission Policy Regarding the Listing of New Futures and Option Contracts by 
Foreign Boards of Trade that Have Received Staff No-Action Relief to Place Electronic Trading Devices in the 
United Slates 65 Fed. Reg. 41641 (July 6, 2000). 



Mr. Mark Woodward 
Page 2 of 2 
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Commission’s fina! determination may impact whether ICE Futures will be able to continue to 
rely on the Division’s no-action letter in making its WTI contract available for trading through 
electronic trading devices in the U.S. 

If you have any questions regarding this correspondence, please contact myself, David P. 
Van Wagner, Chief Counsel, at (202) 418-5481, or Duane C. Andresen, Special Counsel, at 
(202)418-5492. 


Very truly yours, 





Richard A. Shilts 
Director 


cc: Ted Morris, Manager Derivatives Team, Markets Division, FSA 

Gregory C. Prusik, Vice-President Compliance and Registration, NFA 

Branch Chief, Audit and Financial Review Unit, Division of Clearing and Intermediary 

Oversight, Chicago Regional Office 
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Division of 
Market Oversight 


U.S. COMMODITY FUTURES TRADING COMMISSION 

Three Lafayette Centre 
1155 21st Street NW, Washington, DC 20581 
Telephone: (202) 418-5260 
Facsimile; (202) 418-5527 


June 17, 2008 


Ms. Dee Blake 
Director of Regulation 
ICE Futures Europe 
International House 
1 St. Katherine’s Way 
London EIW lUY, UK 


Re: Amendment to No-Action Letter Issued to the International Petroleum Exchange 

of London (now ICE Futures Europe) 

Dear Ms. Blake; 

On November 12, 1999, the Division of Trading and Markets of the Commodity Futures 
Trading Commission (Commission or CFTC) granted to the International Petroleum Exchange 
of London (IPE) permission to make its electronic trading and order matching system, known as 
Energy Trading System II (ETS), available to IPE members in the United States.' Specifically, 
the Division of Trading and Markets stated that it will not recommend that the Commission 
institute enforcement action against IPE or its members solely based upon IPE’s failure to obtain 
contract market designation under Sections 5 and 5a of the Commodity Exchange Act (Act),^ if: 
(1) IPE members trade for their proprietary accounts through ETS in the United States; (2) IPE 
members who are registered with the Commission as futures commission merchants (FCM) or 
who are exempt fi'om such registration pursuant to Rule 30,10 (Rule 30.10 Firms) submit orders 
from United States customers for submission to ETS; and/or (3) IPE members who are registered 
with the Commission as FCMs or who are Rule 3 0. 1 0 Firms accept orders through United States 
automated order routing systems from United States customers for submission to ETS.^ The 
November 12, 1999 IPE no-action letter was amended by the Division four times between July 
26, 2002 and April 14, 2003 as trading of the contracts was transitioned from the ETS to the ICE 
Platform operated by IntercontinentalExchange, Inc., in Atlanta, Georgia and trading hours were 


' Letter from John C, Lawton, Acting Director, Division of Trading and Markets, to Arthur W, Hahn, Esq., Katten 
Muchin & Zavis, dated November 12, 1999. 

^ The November 12, 1999 letter referred only to contract market designation because at that time there was no 
provision in the Act or rules thereunder governing a derivatives transaction execution facility. 

^ The Division of Market Oversight (Division) assumed responsibility for foreign terminal no-action letters in a 
reorganization of Commission functions following enactment of the Commodity Futures Modernization Act of 
2000 . 



Ms. Dee Blake 
Page 2 of 4 

extended (the November 12, 1999 Letter, together with its amendments, being hereinafter 
referred to as the “Prior No-Action Letters”). 


On January 17, 2006, ICE Futures Europe notified the Division of its intent to launch a 
West Texas Intermediate Light Sweet Crude Oil Futures Contract (WTl Contract) on February 3, 
2006 that cash-settled on the price of a physically-settled Light Sweet Crude Oil Futures contract 
traded on the New York Mercantile Exchange (NYMEX), a U.S. designated contract market 
(DCM). The notification was provided pursuant to the Commission’s Statement of Policy'* 
regarding the listing of new futures and option contracts by foreign exchanges that are operating 
electronic trading devices in the U.S, pursuant to a foreign terminal no-action letter. Subsequent 
to that notification, the Commission and the UK Financial Services Authority (FSA), ICE 
Futures Europe’s regulatory authority, entered into a memorandum of understanding to share 
information with the goal of providing information to help to detect and deter any attempts to 
manipulate the market. On April 12, 2006, ICE Futures Europe notified the Division of its intent 
to launch the ICE Futures New York Harbour Heating Oil Futures Contract and the ICE Futures 
New York Harbour Unleaded Gasoline Blendstock (RBOB) Futures Contract on April 21, 2006, 
each of which is cash-settled on the price of physically-settled contracts traded on the NYMEX. 

A foreign board of trade listing for trading a contract which settles on the price of a 
contract traded on a CFTC-regulated exchange raises very serious concerns for the Commission, 
Such linkages can create a single market for the subject contracts consisting of both the 
underlying contract at the CFTC-regulated exchange and the cash-settled “look-alike” contract 
traded on the foreign board of trade. In the absence of certain preventive measures at the foreign 
board of trade, this circumstance could compromise the Commission’s ability to carry out its 
market surveillance responsibilities, as well as the integrity of prices established on CFTC- 
regulated exchanges. As you are also aware, and as stated in the IPE November 12, 1999 no- 
action letter, “the Division retains the authority to condition further, modify, suspend, terminate, 
or otherwise restrict the terms of the no-action relief provided herein, in its discretion.” 

Accordingly, the Division is amending ICE Futures Europe’s no-action relief as 
described in the Prior No Action Letters by adding certain conditions with respect to any ICE 
Futures Europe contract which settles against any price, including the daily or final settlement 
price, of (1) a contract listed for trading on a DCM or derivatives transaction execution facility 
(DTEF), or (2) a contract listed for trading on an exempt commercial market (ECM) that has 
been determined to be a significant price discovery contract (collectively, “IFE Linked 
Contracts”). The purpose of these conditions is to ensure that ICE Futures Europe applies to any 
IFE Linked Contract comparable principles or requirements regarding the daily publication of 
trading information and the imposition of position limits or accountability levels for speculators 


^ Notice of Statement of Commission Policy Regarding the Listing of New Futures and Option Contracts by 
Foreign Boards of Trade that Have Received Staff No- Action Relief to Place Electronic Trading Devices in the 
United States 65 Fed. Reg. 41641 (July 6, 2000). That Statement of Policy was rescinded and replaced by the 
Commission’s Notice of Revision of Commission Policy Regarding the Listing of New Futures and Option 
Contracts by Foreign Boards of Trade that have Received Staff No-Action Relief to Provide Direct Access to their 
Automated Trading Systems from Locations in the United States. 71 Fed. Reg. 19877 (April 18, 2006); corrected at 
71 Fed. Reg. 21003 (April 24, 2006). 
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Ms. Dee Blake 
Page 3 of 4 

as apply to the DCM, DTEF or ECM contract against which the IFE Linked Contract settles. 

The conditions will also ensure that ICE Futures Europe provides the Commission with 
information regarding the extent of speculative and nonspeculative trading in IFE Linked 
Contracts that is comparable to the information provided to the Commission by DCMs, DTEFs 
or ECMs for publication of the Commitments of Traders Reports. 

Those conditions are: 

1 . ICE Futures Europe will impose on IFE Linked Contracts, by rule or otherwise, 
position limits or position accountability levels (including related hedge 
exemption provisions) that are comparable to the existing position limits or 
position accountability levels (including related hedge exemption provisions) as 
adopted by: (i) the DCM, DTEF or ECM for the contract against which the IFE 
Linked Contract settles or (ii) the DCM, DTEF or ECM for a financially-settled 
equivalent of such contract; 

2. ICE Futures Europe will inform the Commission in a quarterly report of any 
member that had positions in an IFE Linked Contract above the applicable ICE 
Futures Europe position limit, whether a hedge exemption was granted, and if not, 
whether a disciplinary action was taken; 

3. ICE Futures Europe will publish daily trading information (e.g., settlement prices, 
volume, open interest, and opening and closing ranges) that is comparable to the 
daily trading information published by the DCM, DTEF or ECM for the contract 
against which the ICE Futures Europe contract settles; and 

4. ICE Futures Europe will provide to the CFTC, through the FSA, a daily report of 
large trader positions in each IFE Linked Contract for all contract months in a 
form and manner that: 

■ can be fully integrated into the CFTC’s market surveillance systems, 
including full identification of each position’s beneficial owner 
comparable to the reporting that is provided by the DCM, DTEF, or ECM; 

■ can, subject to the Memorandum of Understanding between the CFTC and 
FSA, be fully integrated into the CFTC’s Commitments of Traders Report, 
including appropriate categorization of traders and their positions. 

The Commission recognizes the need for ICE Futures Europe to adopt rules and 
implement system changes to implement the foregoing, and to take such actions in consultation 
with the FSA; in addition, the Commission understands that future rule and system changes are 
subject to approval by the FSA. Subject to ICE Futures Europe’s satisfaction of these conditions 
within 120 days of the date of this letter and continuing to satisfy the other terms and conditions 
included in the Prior No-Action Letters, the Division hereby confirms that it will not recommend 
that the Commission institute enforcement action against ICE Fumres Europe or its members 
solely based upon ICE Futures Europe’s failure to seek contract market designation or 
registration as a DTEF under Sections 5 and 5a of the Act. The Division's no-action position 
does not extend to any other provision of the Act, any other Commission regulations or orders, or 
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Ms. Dee Blake 
Page 4 of 4 

to any registered futures association rules and does not excuse ICE Futures Europe or its 
members from compliance with any applicable requirements thereunder, 

The no-action position taken herein is taken by the Division only and does not necessarily 
reflect the views of the Commission or any other unit or member of the Commission’s staff 
Finally, as with all no-action letters, the Division retains the authority to condition further, 
modify, suspend, terminate, or otherwise restrict the terms of the no-action relief provided 
herein, in its discretion. 

If you have any questions regarding this correspondence, please contact David Van 
Wagner, Chief Counsel, at (202) 41 8-5481, or Duane C. Andresen, Senior Special Counsel, at 
(202)418-5492. 


I Very truly yours, 

Lila mtr 

Richard A. Shilts, Director 



625 



New York 
Mercantile Exchange 


August 1, 2006 


Ms. Eileen Donovan 
Acting Secretary 

Commodity Futures Trading Commission 
Three Lafayette Centre 
1155 21"' St. N.W. 

Washington, D.C. 20581 

Re: Boards of Trade Located Outside of the United States 

Dear Ms. Donovan: 

The New York Mercantile Exchange, Inc. (“NYMEX" or ‘‘Exchange’’) appreciates 
the opportunity to comment on the Commodity Futures Trading Commission’s 
(”CFTC" or “Commission”) Federal Register Release dated June 8, 2006.’' The 
CFTC requested comment on a series of questions pertaining to the 
interpretation and application of the language in Section 4(a) of the Commodity 
Exchange Act (“Act") referring to "boards of trade’’ located outside the U.S.’’ In 
particular, the Commission solicited comment on the circumstances relevant to 
when (as a shorthand reference within this comment letter) a board of trade 
organized outside of the US,_Le,, a Foreign Board of Trade (”FBOT’’) may be 
deemed to be no longer “located outside the U.S.’’ 

NYMEX is a for-profit corporation organized under the laws of the State of 
Delaware. It is the chief operating subsidiary of NYMEX Holdings, Inc., ("NYMEX 
Holdings”).^ As a designated contract market (“DCM") and a registered 
derivatives clearing organization, NYMEX is the largest exchange in the world for 
the trading and clearing of futures and options contracts on energy and metals 
commodities. 

Summary Overview 


' This letter restates and supplements the testimony that NYMEX staff provided at the 
C FTC's recent public hearing held on June 27, 2006. 

^ NYMEX Holdings’ shares are not listed on a national market or exchange but are 
registered with the Securities and Exchange Commission (“SEC’’), and as such, are 
subject to the rules and regulations of the SEC. 

Ncm< Ytitk McrL.uuilc pTch.ingc, Inc. 

Wot Id P'ui.tfn ia! C'cnrcT Tht Vrir Torh Afrrcutitik FxiiiijH^i . lui . >'« fvinp.i i it oftwu 

(Jnc S'orth F.iiJ Tlu- NTAifX Dn-isuiv ojj'rrx rrmhurt t>t cymie mi. ■tr/. unlrailrii ijrtuiiinc. 

New /ork, NY i ILU H.itur/thjas, elictru'irv, roal. propane, platinum, and palliiiimm 11, e (X)ALEX IhvrKni 

(21 2) 29'-i-2OO0 offers tnuiimf in qnid. nlvrr. loppt r, and atiinufimn 
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NYMEX supports vigorous and fair competition and greater globalization of 
services and products. As global expansion is an important component of our 
long-term business model, we understand the concern of some U.S. exchanges 
regarding possible reactions by overseas regulators to the Commission’s actions. 
But we believe that the current review is timely and appropriate and is urgently 
needed to address the critical need for regulatory parity and consistency as 
between U.S. exchanges and FBOTs providing direct access to U.S. participants 
pursuant to Commission staff no-action letters. We find the phrase “boards of 
trade located outside the United States" to be ambiguous on its face, and we 
believe that the Commission has authority to interpret this phrase. However, in 
light of the profound challenges associated with definitional line-drawing, we 
believe that the more productive and appropriate path for the Commission to take 
at this time would be to formalize the current staff no-action process, NYMEX 
believes that the no-action process offers the greatest opportunity for a flexible 
review that can achieve the Commission’s policy objectives as well as facilitating 
the expansion of U.S. access to foreign markets. 

However, it is vitally important to underscore the need to ensure that the 
Commission’s regulatory decisions facilitate a “level playing field" among 
competing markets. The promotion of “fair competition" is now codified in the law 
(that the CFTC is charged with applying and enforcing) as one of the key 
purposes of that statute. Accordingly, we believe that it is vitally important that 
the Commission provide US exchanges subject to its jurisdiction with the same 
flexibility accorded to foreign boards of trade (who are operating in the US on the 
basis of CFTC staff no-action letters premised upon such exchanges being 
subject to comparable regulation abroad). Indeed, a commitment to such 
regulatory consistency is an inherent requirement for just and equitable 
treatment, regulatory fairness and substantive due process under the law. 

NYMEX Support for Globalization 

NYMEX has long been a champion of vigorous competition and of greater 
globalization of services and products, and global expansion is an important 
component of our long-term business model. As a rapidly growing global market 
presence, we have offices in London and Tokyo as well as an office that opened 
recently in Singapore. Our original electronic trading system commenced 
operations in June of 1993 and by the following year, we had received approval 
to provide electronic access to our markets to users in the United Kingdom and 
have since provided electronic access to our trading platforms there pursuant to 
our status as a “recognised overseas investment exchange ” (“ROIE"). To date, 
we have confirmed 24 overseas jurisdictions that have either approved screen 
trading access to NYMEX products or confirmed that approval is not required, 
and we are adding to this list on a regular basis. 

We are also expanding our global presence through the listing of products whose 
characteristics are modeled upon underlying commodities that originate outside 
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the U,S. Thus, for example, NYMEX’s global expansion includes the addition of 
cleared futures contracts for Singapore Fuel Oil, European Fuel Oil, Naptha and 
Gasoline. Additionally, NYMEX's affiliate, NYMEX Europe Limited, is a U.K.- 
based exchange that is fully recognized by the Financial Services Authority 
(“FSA”) that lists contracts based on European energy products. Furthermore, in 
2005, we announced the creation of the Dubai Mercantile Exchange, a joint 
venture with Tatweer Dubai, L.L.C, a subsidiary of Dubai Holding, to develop the 
first energy futures exchange in the Middle East to be located in the Dubai 
International Financial Centre and which is expected to list contracts based on 
Middle East and Far East energy products. 

Because global expansion both in terms of products and market access is an 
important component of our long-term business model, we understand and are 
sensitive to the concerns expressed by other U.S. exchanges and intermediaries 
about possible reactions by non-U. S. regulators to the determinations to be made 
by the Commission on the FBOT issues under review. 

We believe that the CFTC has exhibited strong leadership and has followed a 
practical and forward thinking approach to cross-border trading, which has 
resulted in substantial growth opportunities for both U.S. and foreign markets. 

We also have been generally supportive of the CFTC’s staff no-action process 
exempting (under certain conditions) foreign boards of trade that provide direct 
electronic access to U.S. participants from the requirement to be registered with 
and regulated by the CFTC as a contract market. 

However, we also recognize that circumstances have changed considerably 
since the no-action process first began nearly a decade ago. There have been 
substantial advances in technology since the former era of closed end proprietary 
trading systems. New exchanges have emerged that operate on a solely 
electronic basis, and products have now been listed under the no-action process 
that are parallel (if not identical) to contracts listed by U.S. exchanges that are 
subject to full CFTC regulation. Therefore, we believe that the current review 
being undertaken by the CFTC is timely and appropriate, and we commend the 
Commission for its willingness to address these difficult topics. 

Background 

In addition to the history cited in the Commission’s Federal Register release, we 
believe that it is also very relevant to recall that, in June of 1999, in response to 
the no-action letters being issued by Commission staff and the Commission order 
withdrawing its proposed rules, the Chicago Board of Trade, the Chicago 
Mercantile Exchange ("CME") and NYMEX (collectively for purposes of this 
paragraph, the “Exchanges”) jointly submitted a Section 4(c) petition to the 
Commission, seeking exemptive relief, including relief under which the 
Exchanges would be able to implement trading rules and procedures comparable 
to those of a competing foreign exchange operating under a Commission staff 
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no-action letter, provided that such rules and procedures would only apply to 
contracts listed by the U.S. exchange that were subject to direct competition from 
a contract listed by the foreign exchange.^ Although the Commission 
subsequently published the petition for public comment,'' no other action was 
ultimately taken on that petition.® However, this background indicates that the 
issue of regulatory parity or fairness is not a new issue and that this competition 
concern has yet to be fully resolved as a matter of public policy. 

Commission’s Authority to Interpret the Phrase “Board of Trade Located 
Outside the United States” 

Contrary to those who would read Section 4(a) of the Act as a permissive 
subsection, we note that this subsection instead establishes a general prohibition 
with a limited carve-out. Specifically, Section 4(a) makes it unlawful for any 
person to offer to enter into, to enter into, to execute, to confirm the execution of, 
or conduct any office or business anywhere in the U.S. for the purpose of 
soliciting or accepting any order or othenwise dealing in any transaction in, or in 
connection with, a futures contract, unless such futures transaction is: (1) 
conducted on or subject to the rules of a DCM or derivatives transaction 
execution facility; (2) conducted on or subject to the rules of a board of trade 
located outside of the U.S.; or (3) otherwise exempted by the CFTC pursuant to 
Section 4(c).® 

First, it should be noted that the statutory prohibition is very broad; it applies to 
(1) any person (2) conducting any office or business in the U.S. (3) in connection 
with a futures contract. Second, the statute does not provide any guidance as to 
the meaning either of the phrases "conducting any office or business anywhere in 
the U.S," or "located outside of the United States."^ 


’ The Exchanges also sought the ability to list new contracts without Commission pre- 
approval and the ability to list new rules or rule changes ten days after the filing of such 
changes with the Commission. The Commodity Futures Modernization Act (“CFMA") of 
2000 has clearly already addressed both of these areas of requested relief 

“ 64 FR 46536, August 25, 1999. 

’ In the wake of the landmark CFMA legislation, the petition for exemptive relief was 
neither formally acted upon by the Commission nor withdrawn by the Exchanges. 

‘ Section 2(a) of the Act provides the CFTC with exclusive jurisdiction over transactions 
involving futures contracts. 

’ Thus, for example, the phrase "conduct any office or business anywhere in the U.S." 
could be interpreted to refer to a board of trade organized outside of the U.S. that: (1) 
maintains a marketing office and staff in the U.S.; (2) that maintains its computer host for 
its trade matching engine in the U.S.; (3) maintains computer servers, routers or other 
trade routing, matching, or reporting infrastructure in the U.S.; and/or (4) derives a 
substantial portion of its order flow from the U.S, 
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While the phrase “board of trade located outside the United States" is set forth in 
words that arguably could qualify as “plain English." it does not necessarily follow 
that the phrase has a “plain meaning” or is without ambiguity. In our view, the 
language of the statute that provides an exception (from the broad prohibition) for 
a board of trade located outside of the U.S. is, on its face, ambiguous. We do 
not believe that the phrase "board of trade located outside of the U.S," is 
unambiguous, i^, capable of only one meaning or interpretation and leading to 
only one conclusion.® Instead, it could mean that the board of trade is organized 
outside of the U.S., or that its core operations are located outside of the U.S,, or 
even that it does not maintain an office, personnel or any trade communication or 
matching equipment or infrastructure physically located in the U.S. Congress 
simply did not speak directly to the issue of what constitutes a "board of trade 
located outside of the United States”, particularly in the context of electronic 
trading facilities. In other words, the phrase is at a level of generality that we 
believe that a number of possible interpretations could reasonably be assigned to 
it by the Commission through an interpretation or rule. 

As a general matter, Section 8a (5) of the Act provides the CFTC with the 
authority to make and promulgate such rules and regulations, as in the judgment 
of the Commission, are reasonably necessary to effectuate any of the provisions 
or to accomplish any of the purposes of the Act. Consequently, as to Section 
4(a), the Exchange believes that it is clear that the CFTC has the authority, if it 
chooses to do so, to promulgate a new rule interpreting the scope of Section 
4(a)'s exception for "board of trade located outside of the U.S.” Moreover, under 
the Chevron doctrine,® the CFTC, as the federal functional regulator authorized 


' We note that, among those responding to the current request for comment, one 
commenter asserted that the phrase “board of trade located outside the United States” is 
unambiguous. Yet, the same commenter then went on to provide its own meaning of 
this term as referring to core operations being located outside the U.S,, a definition that 
cannot be found either in the Act itself or in Its legislative history. 

’Chevron, U.S. A., Inc. v. NRDC, 467 U.S. 837 (1984). Chevron requires courts to defer 
to the agency’s interpretation when the relevant statute is "silent or ambiguous with 
respect to the specific issue" involved, so long as the agency's interpretation is "based 
on a permissible construction of the statute." Chevron, 467 U.S. at 843, Accordingly, 
when the statute does not "directly address [ ] the precise question at issue,” reviewing 
courts must affirm the agency's interpretation if it represents a "reasonable choice within 
a gap left open by Congress." Id. at 866. Reviewing courts may not second-guess an 
agency's policy determinations; if Congress has not expressed a clear intent on the 
relevant issue, the only question before a court is whether the rules promulgated by the 
agency are reasonable, not whether those rules are appropriate in the court's view. 

Such judicial deference is required even if an agency changes its interpretation of a 
statutory term from time to time in response to complex and evolving circumstances. 

See id. at 863-64: Of course, an initial agency interpretation is not instantly carved in 
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under the CEA, is entitled to make a reasonable interpretation of a statute where 
the statute is itself ambiguous. 

We believe that the issue is not whether the Commission has the inherent 
authority to interpret this phrase under its current statutory authority. It does. 
Rather, the real issue instead is how best to apply that authority. As will be 
discussed in greater detail below, while we believe that it might be possible to 
cobble together a set of criteria that might serve as a definition of this phrase, we 
recognize, as does much of the rest of the industry, that such a process would be 
a profoundly challenging and difficult exercise for the Commission. Accordingly, 
while the Commission may want to reserve for the future the possibility to revisit 
this area, we believe that by far the best approach at this point in time would be 
to provide guidance to Commission staff in the continuation of the ongoing staff 
no-action letter process. 

Focus on Staff No-Action Process 

In the Federal Register release, the Commission posed a number of questions 
aimed at identifying criteria that could be used to determine whether a FBOT's 
level of presence within the U.S, was so extensive as to require designation as a 
contract market. We recognize that this analysis generates profoundly difficult 
line-drawing challenges for the Commission. 

There are a number of possible factors or criteria relating to a FBOT that could 
initially appear to be relevant to the analysis as to whether it is operating as a 
U.S. exchange, including where orders originate, location of the matching engine, 
whether U.S. produced and delivered commodities underlie the contracts, 
primary business activities located in the U.S., advertising and business 
solicitation in the U.S., etc. As NYMEX indicated during the hearing, a closer 
analysis of the various criteria likely could identify a number of shortcomings with 
different factors or indicia, such as with reliance on volume as discussed 
Immediately below. 


stone. On the contrary, the agency, to engage in informed rule-making, must consider 
varying interpretations and the wisdom of its policy on a continuing basis. Accordingly, 
any new rule promulgated by the CFTC at the conclusion of its notice and comment 
procedures that is a "permissible construction" of section 4(a) of the CEA would be 
expected to be upheld on review. 

'" See Commodity Futures Trading Comm'n v. Schor et al., 478 U.S. 833, 844-45 (1986) 
(applying Chevron and according "considerable weight" to the CFTC's interpretation of 
the CEA); Commodity Trend Service, Inc. v. Commodities Futures Trading Comm'n, 233 
F.3d 981, 987 (7th Cir. 2000) ("the CFTC's construction of the CEA is entitled to 
Chevron deference"); Thrifty Oil Co. v. Bank of America Nat'l Trust and Savings Ass'n, 
322 F.3d 1039, 1058 n,24 (9th Cir. 2003) ("federal courts generally give 'great deference' 
to CFTC interpretations of the CEA") (citation omitted). 
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Level of U.S. Presence 

The Commission has sought comment, among other things, on whether the 
extent of U.S. presence in the U.S. is an appropriate threshold. Presence of 
FBOT activities in the U.S., including management, back office operations, order 
matching/execution facilities, clearing facilities and the vast majority of its 
personnel, might suggest one basis for finding that the FBOT is no longer located 
outside of the U.S. As a historical matter, the no-action relief was clearly 
predicated upon representations by the FBOT that it had minimal presence in the 
U.S, " and to date, the staff no-action letters have been consistent in requiring 
the exchanges receiving such no-action letters to report quarterly volume to the 
Commission, in some instances, without being able to distinguish whether the 
order originated in the U.S, or abroad. 

However, NYMEX has been consistent over the years in identifying the 
shortcomings associated with reliance on the percentage of trading volume 
originating in the U.S. Thus, for example, NYMEX noted in a prior comment 
letter to the Commission on the CFTC's concept release regarding "placement” 
of foreign terminals that, given the inherent fluctuations in price for many 
commodities traded on futures markets, trading volume similarly could fluctuate 
considerably from one calendar quarter to the next.’^ In addition, as was 
discussed in some detail at the hearing, orders can be routed electronically 
through brokers anywhere in the world. Moreover, the difficulty of identifying 
U.S. customer orders from non-U. S. customer orders may require costly system 
changes at the firm level. 

Similarly, location of the matching engine as the basic test presents difficulties as 
well, given the proliferation of screen-based trading and the declining significance 
of the location of the physical trading facility. The matching engine can be 


For example, the International Petroleum Exchange (IPE now known as ICE Futures), 
in its original request for no-action relief, specifically represented that its principal 
business office was located in London, and that it maintained a single, representative 
office In the U.S. which employed two persons for the purpose of providing educational 
and marketing materials. Moreover, IPE represented that no trade processing or 
clearing functions were performed by IPE in the U.S. CFTC Letter No. 99-69 at p. 2 
(November 12, 1999), Significantly, as a condition of the Commission's no-action letter, 
IPE was required to provide written notice to the Division of “[a]ny material change in the 
information provided in its No-Action Request." Id, at p, 14, The Division noted that 
“material” changes in the information provided would include, among other things, “the 
location of IPE’s management, personnel, or operations (particularly changes that may 
suggest an increased nexus between IPE's activities and the United States),” Id. n. 61 

71 FR 34070 (June 13, 2006). n. 26. 

Letter to Jean A Webb from R. Patrick Thompson, dated, October 7, 1998, at p. 7. 
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located anywhere in the world, with no relevance to where the market's corporate 
headquarters is located or to what country has jurisdiction. Delivery location for 
physically settled contracts has implications for the broader U.S. economy. 
However, we recognize that it potentially presents issues for U.S. exchanges 
whose futures contracts are delivered abroad. Finally, we, like other U.S. 
exchanges, fear repercussions from foreign jurisdictions where our electronic 
trading screens are located, to the extent that they may determine to impose 
additional regulatory burdens on our market. 

Furthermore, the location of the governing board and/or the location of a trade 
matching engine or other technology may also be viewed as problematic in 

t establishing a bright-line test. Should such factors be established as core 

criteria, it is possible to envision that a FBOT could respond over time by moy[ng 
its hardware elsewhere as well as by reconstituting its^gyecni5g5eifd. ~ 

Exchanges organized and r egulated abro ad, bu t whose order matc hing 
inTfastrucEii^ng'Srgerllow is prirnarily locatedlrTtheTJ^land^ich list 
c^traCts'tfratTTiiTTrtcm5hT?acts listeS'orrtXS. regHiiSdlEjtuffis^xclTan^s and 
targ^riJ:S: costorTi^ 3 Te engaging in activity thaLwe.believe'fiili^Oa'feiy 
witgT Fthe CFTC's s ta tutor y irfa^ndate. This is particularlylRgrrasS^here^Oie 
underlying commodity sigrTificantly impacts the U.S. economy, such as West 
Texas intermediate crude oil, which serves as a benchmark for domestic and 
global energy prices. 

This was clearly not the scenario contemplated by the current no-action regime. 
Given the blatant use of the-rreKaefiorTTfeHet process a^ a vehi cle fo nggulatory 
^ijaittageJixwhaLgptiears to beji_d eli berate effortto~circljnlvetTCF ^ 
regulations for competitlve'gainsriRsTimeTiFSviiiHhii-pf©iissrThe 
COmpetitiv^^and regTilatcnypoHcy issues that have arisen in this area are 
extremely serious and should not be taken lightly, given the potential long-term 
negative ramifications if not appropriately addressed. 

Accordingly, in considering its statutory mission as part of the current review, we 
suggest that the Commissio(]jTesds-te-asses§_^e^xtenttCLWh|ch it is willing to 
rely on regulation-^b£othficTe§wtatcn'S'arutoQjnformation-sharing^ar£aoc|emenfs 
WithTRosereguIafors. While recQgnizirig-fhattBere::may,be-sgeciaFcirSri^fences 
from time to time where DCM registration must be seriously considered, we now 
'believe that it is prudentJotHhe2Qmiiu§signj9_tnake.the.greatesru|ejpasabIejpf 
the no-actiorrprScesiTo achieve its statutory_objectJyes. As Comimissioner 
LultkerrTiasTTOtsdTri-a-feeerrTspeech, agencies such as the CFTC do not have 
the resources to sufficiently monitor the breadth of the global marketplace and its 
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participants. Consequently, accomplishing the CFTC’s mission may involve 
“coordination among those regulators abiding by the highest global standards. 

We also would suggest that the no-action process offers the greatest opportunity 
for a flexible review. Under this approach, Commission staff, acting on the basis 
of general guidance or standards provided by the Commission, can undertake an 
individualized review of each request that considers the facts and circumstances 
of that exchange and its regulatory regime and that allows staff to issue letters 
that may be specifically customized and tailored to that exchange and also 
revised over time. 


In this regard, we join with the CME and others who would welcome a more 
formalized process akin to the ROI E category for overseas exchanges that is- 
routinely utilized by the FSA. In our view, sucfTapr^ess would be the 
Commission path most likely to also facilitate expanding U.S. access to foreign 
markets.'^ 


We further recommend that the Commission or Commission staff conduct a 
thorough review from time to time of foreign markets operating in the U.S. under 
existing no-action letters. In particular, in light of the many changes that have 
occurred in the futures industry since the outset of the foreign terminals no-action 
process, including the considerable advances in electronic trading systems, we 
believe that the staff analysis may need to take a closer look going forward in 
terms of what may be deemed to be "comparable." Moreover, with U.S. 
exchanges competing with foreign exchanges on the same products and for the 
same customers, mere “comparability" may no longer be the appropriate / ' 
standard for U.S. exchanges to remain viable and competitive. ^ 


The analysis should be designed to instill greater discipline and rigor into the 
comparability analysis with particular focus on FBOT rules with regulatory and 
competitive implications for U.S, markets and customers. A primary goal should 
b e a “regulatory gap" analysis that can identify significant regu latory differences 
in the FBuT's program that may rais e significant competition coricefTis wWa 
U ^.~e^ i di i ye r Onoo- i dent i ficd. ttTgtItommission staff could ensure paritv~ahd 
furidirnSntal fairness for U.S. exchanges either by adding additional 
requirements to the no-action letters where appropriate (such as when there are 



Keynote Address of CFTC Commissioner Walter L. Lukhen before the International 
Swaps and Derivatives Association's Energy, Commodities and Developing Products 
Conference, Houston. Texas. June 14, 2006, 


While we believe that an eventual statutory codification of such a category would be 
beneficial in adding greater legal certainty to the existing no-action process, we note 
nonetheless that the current no-action process has been left undisturbed by Congress 
both in 2000 and during the current reauthorization review that should be finalized 
shortly. 
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directly competing products) or by providing appropriate relief to domestic 
exchanges. To that end, the Commission should consider a measured approach 
that will further the Commission's regulatory and public policy objectives and 
deepen and enhance the strong relationships that have been developed with 
other international regulators. 

Finally, we strongly encourage the Commission to be vigilant and proactive in 
ensuring that U.S. exchanges are not competitively disadvantaged by foreign 
exchanges operating under more flexible regimes than those imposed on U.S. 
markets and to incorporate regulatory parity and consistency principles as 
fundamental components of the review process of applications being submitted 
to CFTC staff by overseas exchanges. 

Regulatory Parity and a Level Playing Field 

It is critical to the continued success of U.S. markets that the Commission 
ensures that its regulatory decisions do not unwittingly create a competitive 
disadvantage for our markets relative to foreign markets. A primary goal of the 
CFMA was to facilitate a level playing field for U.S. exchanges in the competitive 
battle with other markets with varying levels of regulation, including both OTC 
and foreign markets. The promotion of “fair competition" is now embodied in the 
law as one of the key purposes of the statute, that the CFTC must enforce. Both' 
Congress and the CFTC have emphasized continually the importance of “fair 
competition” and of “even-handed regulation." Accordingly, we continue to 
believe that it is vitally important that the Commission provide U.S. exchanges 
subject to its jurisdiction with the same flexibility afforded to foreign boards of 
trade operating in the U.S, on the basis of CFTC staff no-action letters, 

NYMEX is particularly concerned about the apparent lack of regulatory parity as 
it pertains to position limits. We acknowledge at the outset tha t there ar e other 
factors that contribute to decisions on where to trade energy contracts. Indeed " 
asTTTbted duiiiiy iny testimony at the hearing, there are a number of business or 
market factors that currently affect the intense competition between NYMEX and 
ICE Futures. Several of these factors are within NYMEX's control, and we are 
moving aggressively to address these matters. We also acknowledge and 
accept that it may be appropriate to have somewhat different treatment 
depending on whether a particular contract involves physical delivery or cash 
settlement. 

However, we strongly believe that the re pulatorv imbalance nn mattcrg such as 
p ositio n limits is clearly a sipnifican t factoMn th is comor^on that do es directly 
swa y trading de cigigns, and thislactor-^^TTelrfibaiince in applicableTegulatory 
TrsatriTenf— is "within the CFTC's purview. As was noted several times during the 
recent hearing, tr aders often tend to seek the path nf Ipasf rpsigt^n oo This 
recognition is consistent with our own experience and with feedback that we 
have received from numerous users of our markets. In the face of the current 
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regulatory imbalance, traders respond in several ways: 1) some shift their 
business over to the less restrictive market as they approach the limits on our 
contracts; 2) some have a preference for not dealing with the hedge limit 
exemption process and therefore shift all of their market share to the market with 
no limits; and 3) others simply prefer a less restrictive regulatory environment 
generally and similarly shift their trading activity to the less restrictive market. 


In our recent experience, “regulatory arbitrage” is not a hypothetical concern but 
is actually already underway for certain of our listed products. This process y/ 
harms markets because of the distortion of market efficiency occurring when 
customers make choices among the same or similar products on the basis of 
differences in regulatory treatment among providers rather than on the basis of 
intrinsic distinctions in the products themselves or in related services. 


We believe that a level playing field is absolutely necessary in order to ensure 
fair competition between NYMEX and the FSA-regulated ICE Futures Exchange, 
In this regard, it may be useful to recall that Core Principle 5 for designated 
contract markets does not formally require use of position levels or position 
accountability levels. Instead, Core Principle 5 by its terms provides that DCMs 
adopt such tools only “where necessary or appropriate." 

By comparison, the FSA, which seemingly has been deemed by CFTC staff to be 
comparable on various regulatory fronts including market surveillance, does not 
require either position limits or position accountability levels either for physically 
settled contracts (such as the ICE Futures gasoil futures contract that has been 
available on the screen to US participants for several years) or for financially 
settled contracts (such as the contracts listed more recently by ICE Futures). It 
would seem that the FSA has demonstrated to Commission staff that position 
limits are not necessarily the only way to achieve the common goal of preventing 
market manipulation.^® A flexible regulatory approach is essential to allowing 
U.S. exchanges to compete against foreign markets offering the same product to 
the same customers. 


“ As we understand it, the CFTC staff review looks at the totality of circumstances of an 
overseas regulatory regime to assess, among other things, how the absence of an 
approach commonly used by the Commission might be addressed in other ways. 
Similarly, a DCM is provided with reasonable discretion pursuant to Core Principle 1 in 
“establishing the manner in which it complies with the core principles." We believe that 
this totality of circumstances approach is also translatable to a DCM’s showing as to how 
it continues to comply with the core principles. In other words, we believe that a concern 
with a hypothetical "race to the bottom” is misplaced and is inconsistent with the current 
method of compliance with the core principles. 

We believe, for example, that the replacement, for certain physically settled contracts 
listed on a DCM, of hard position limits with flexible position accountability standards 
should be seriously explored and could strengthen the competitiveness of U.S. 
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We believe that a commitment to such regulatory consistency is an inherent 
requirement for just and equitable treatment, regulatory fairness and substantive 
due process under the law. A Commission stance of following a similar 
regulatory approach for similar activities would be consistent not only with the 
Administrative Procedures Act but also with the protection of the due process 
clause of the Fifth Amendment to the U.S. Constitution, There is a long line of 
precedent that has established that an agency action is arbitrary when the 
agency offered insufficient reasons for treating similar situations differently. 
Transactive Corp. v. U.S.. 91 F. 3d 232, 237 (D.C. Cir. 1996). See, e.g. . Motor 
Vehicle Mfrs. Ass’n of U.S.. Inc, v. State Farm Mutual Auto Ins. Co. , 463 U.S. 29, 
57, 103 S. Ct. 2856, 2874, 77 L. Ed. 2d 443 (citing Greater Boston Television 
Corp, V. FCC , 444 F 2d 841, 852 (D.C. Cir. 1970), cert, denied, 403 U.S. 923, 91 
S. Ct. 2229, 2233, 29 L, Ed.2d 701 (1971)); Airmark Corp. v. FAA . 758 F.2d 685, 
691-692 (D.C. Cir. 1985); Local 777, Democratic Union Organizing Committee v. 
NLRB . 603 F.2d 862, 872 (D.C. Cir. 1978), 

Thus, for example, the D.C. Circuit has ruled that once an agency has agreed to 
allow exceptions to a rule, it must provide a rational explanation if it later refuses 
to allow exceptions in cases that appear similar. Green Country Mobileohone v. 
FCC . 765 F.2d. 235, 237 (D C. Cir. 1985), citing NLRB v. Washington Star Co. . 
732 F,2d 974, 977 (D.C. Cir. 1984). 

Furthermore, we would respectfully suggest that a Commission approach of 
recognizing that similar activities should be treated in a similar manner also 
would be consistent with its statutory obligations under Section 1 5 of the Act. 
Section 15 provides in pertinent part that the CFTC must consider the public 
interest to be protected by the anti-trust laws and endeavor to take the least anti- 
competitive means of achieving the objectives, policies and purposes of the Act. 

A no-action process under which foreign exchanges may operate in the U.S. 
under regulatory approaches at considerable variance from various CFTC 
regulatory burdens while continuing to impose such burdens upon domestic 
exchanges creates a lopsided regulatory environment that is inherently anti- 
competitive. 

Conclusion 

We believe that a commitment to regulatory parity is an inherent requirement for 
Just and equitable treatment, regulatory fairness and substantive due process 
under the law. Time is of the essence for NYMEX on this issue. We urge the 
Commission to move quickly to establish a process that will ensure true 
regulatory parity and fundamental fairness 


exchanges facing challenges from foreign exchanges offering identical products to 
identical customers. 
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Should you require any additional information or have any comments or 
questions regarding this comment letter, please do not hesitate to contact me at 
any time. 



y truly yq,urs, 




lamps E. Newsome 
^r^ident and 
hief Executive Officer 


cc: Reuben Jeffery III. Chairman 

Walt Lukken, Commissioner 
Michael Dunn, Commissioner 
Fred Hatfield, Commissioner 
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CFTC Letter No. 99-69 

No-Action 

November 12, 1999 

Division of Trading & Markets 

VIA FACSIMILE and U.S. MAIL 


Arthur W. Hahn, Esq. 

Katten Muchin & Zavis 
25 West Monroe Street 
Suite 1600 

Chicago, IL 60661-3693 

Re: Sections 5 and 5a - The International Petroleum Exchange of London Limited; Request for No- 
Action Relief from Contr a ct Market D esi gnation Requireme nt 

Dear Mr. Hahn: 

This is in response to your letter dated May 14, 1999 to the Division of Trading and Markets ("Division”) 
of the Commodity Futures Trading Commission (''CFTC" or "Commission"). By this correspondence, 
you request, on behalf of The International Petroleum Exchange of London Limited’("IPE" or 
"Exchange") and its members, that the Division grant no-action relief to permit IPE to make its 
electronic trading and order matching system, known as Energy Trading System II ("ETS"), available to 
IPE members in the United Stales^ ("No-Action Request"). Specifically, IPE wishes to make ETS 
available to: (i) IPE members who wish to trade for their proprietary accounts^^ through ETS; (ii) IPE 
members who are registered with the CFTC as futures commission merchants ("FCMs") or are exempt 
from such registration pursuant to Rule 30.10 ("Rule 30.10 Firms )^ and who wish to submit the orders 
of United States customers^ to ETS; and (iii) IPE members who are registered with the CFTC as FCMs 
or who are Rule 30.10 Firms and who wish to accept orders from United Slates customers through 
automated order routing systems ("AORSs")^ for submission to ETS. You request that the Division 
confirm that it will not recommend enforcement action to the Commission against IPE or its members if 
IPE does not seek designation as a contract market pursuant to Sections 5 and 5a of the Commodity 
Exchange Act ("CEA" or "Act")^^^ or comply with those Commission regulations that specifically relate 
. to contract markets in connection with the installation and use in the United States of ETS and/or AORSs 
that are used to submit orders to ETS. 

As you know, on March 24, 1999, the Commission published proposed rules that would have governed 
the circumstances under which foreign futures exchanges could be accessed from electronic trading 
devices in the United States.^ On June 2, 1999, the Commission issued an order that withdrew those 
rules and directed the Commission staff to begin considering requests from foreign exchanges for interim 
no-action relief to allow them to place trading systems in the United States on a temporary basis until the 
Commission itself promulgates rules or guidelines in this area ("June 2 Order"). ^ In accordance with 
this instruction, the Division has reviewed IPE’s No-Action Request and the materials submitted in 
support thereof. Among other things, IPE forwarded the following information to the Division: 

• General information regarding IPE (e.g., a description of its location, organization, and activities in 
the United States); 

• IPE’s Memorandum and Articles of Association; 

• The specifications of the contracts traded on IPE; 
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• IPE’s Floor Membership Application; 

• A description of ETS and a copy of the ETS User Agreement; 

• A description of the trade registration, settlement, and clearing systems applicable to ETS; 

• IPE's Regulations and Floor and ETS Trading Procedures; 

• IPE's Registered Electronic Trader Training Manual and Workstation User Guide; 

• Selected provisions of the Financial Services Act 1986, Part VII of the Companies Act 1989, and 
the Financial Services and Markets Bill^^ relating to Recognized Investment Exchanges; 

• A description of the regulatory regime in the United Kingdom applicable to the operation of IPE, 
ETS, transactions executed on IPE; transactions executed through ETS; and IPE and ETS 
participants; 

• IPE's Regulatory Plan; and 

• A description of certain applicable information-sharing arrangements. 

Representations made by IPE regarding the activities conducted from IPE's representative office in the 
United States, IPE's membership criteria, the ETS system, the relevant regulatory regime in the United 
Kingdom, and the information-sharing arrangements applicable to ETS are summarized in Sections I - V 
below. For purposes of its response to the No-Action Request, the Division has relied upon IPE's 
representations and has not conducted an independent review to confirm their accuracy.^- ^ 

I. G ENERAL INF O RMATION REGARDING IPE 

IPE is the largest- volume energy futures and options exchange in Europe. The Exchange offers contracts 
in Natural Gas (NBP) futures,^^-^ Gas Oil futures and options. Fuel Oil futures, and Brent Crude Oil 
futures and options. Traditionally, IPE has been a floor-based market, with trading occurring through an 
"open outcry" auction process. IPE launched the original ETS in January 1997 to trade Natural Gas 
(NBP) futures contracts. IPE began using a refined version of ETS for trading the same contracts in 
February 1999. Currently, Natural Gas (NBP) futures contracts are traded solely through ETS. All other 
contracts continue to be traded through open outcry on the floor of IPE. Commencing in March 2000, IPE 
will offer Gas Oil futures and options contracts and Fuel Oil futures contracts for trading through ETS 
during specified periods before and after, but not concurrent with, the open outcry trading hours on IPE 
for such contracts. Brent Crude Oil futures and option contracts will be available for after-hours trading 
through ETS beginning in June 2000. IPE has received approval from the relevant regulatory authorities 
to place ETS Workstations^ in several European countries.^ 

IPE is a member-owned, not-for-profit organization that was formed in the United Kingdom in 1980. Its 
principal business office is located in London, but it maintains a single, representative office in the 
United States. IPE's United States office is located in New York, New York and employs two persons. 

The purposes of this office are to provide information regarding the Exchange and its contracts to current 
and potential U.S. -located IPE members, traders, and customers as well as customer service and support. 
The New York office staff generally achieves these objectives through various educational and marketing 
endeavors (e.g., attending and participating in conferences, hosting corporate events, and preparing and 
distributing research and reports on the industry).^^ IPE represents that the New York office staff does 
not provide investment advice nor solicit, receive, or direct orders with respect to the products traded on 
IPE. IPE further represents that no trade processing or clearing functions are performed by IPE in the 
United Stales. 

IPE also operates an Internet web site located at www.ipe.uk.com. The purpose of IPE’s web site is to 
provide visitors with the specifications of the contracts available for trading on the Exchange and other 
information regarding IPE’s products. 
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II. MEMBERSHIP 

A person may not trade directly upon ETS, unless the person becomes a member of the Exchange. IPE 
has established three classes of membership; (i) Floor Members; (ii) Local Floor Members; and (iii) 

Trade Associate Members ("TAMs"). All IPE members are required to comply with the Exchange's 
membership criteria through the duration of their respective memberships.^^ IPE members also are 
required to sign an agreement prescribed by the Exchange's directors in which they agree to be bound by 
IPE Regulations insofar as they relate to the members' class of membership. IPE members may engage in 
trading through ETS to the extent that they are either authorized to do so pursuant to United Kingdom 
law, or are exempt from the authorization requirement.^^ 

Floor Members are the Exchange members that may transact business on IPE both on their own behalf 
and on behalf of their customers. To become a Floor Member, an entity must, among other things: (i) be a 
firm or company; (ii) maintain a properly established office in or sufficiently close to London for the 
conduct of business on IPE; (iii) have a minimum net worth of £500,000 ($820,539);*-'^ (iv) be a 
member of the Securities and Futures Authority ("SFA");^^ and (v) be a Clearing Member of the 
London Clearing House Limited ("LCH")^®^ or satisfy IPE that it is a party to a clearing arrangement 
with a clearing member of LCH.^^*^ 

Local Floor Members are permitted to trade for their proprietary accounts or on behalf of Floor Members 
and other Local Floor Members, but not directly on behalf of customers. A Local Floor Member must, 
among other things: (i) confirm to IPE that it is an individual or a closely-held entity; (ii) have a net 
worth sufficient to establish a clearing anangement; (iii) be a member of the SFA; and (iv) be a party to a 
clearing arrangement with an LCH Clearing Member. 

TAMs are sub-divided into two classes of membership. One class of TAMs may trade only Natural Gas 
(NBP) futures contracts and may trade such contracts solely as principals for their own accounts. They 
have no voting rights. A smaller number of TAMs have neither voting nor trading rights. The sole 
purpose of their membership is to maintain close contact with IPE (i.e.,xo ensure that they receive 
Exchange information circulars and publications). To qualify as a TAM, an entity must: (i) be able to 
demonstrate a bona fide, continuing interest in the production, processing, mannfacture, distribution, 
trading, or use of physical energy products; (ii) generally have participated in the physical energy 
business for a sufficient period of time to ensure IPE that the TAM is an appropriate customer for the 
Exchange and have adequately satisfied the standards for business conduct in that industry; (iii) have a 
net worth of £100,000 ($164,108); and (iv) establish a clearing arrangement with a clearing member of 
LCH. 

Clearing Members of IPE are subject to higher financial resource requirements than those set forth above. 
The enhanced financial qualifications have been established by IPE in conjunction with LCH^-^ and vary 
depending upon the person(s) for whom the Clearing Member clears. Clearing Members that clear only 
for their proprietary accounts are required to have a minimum net worth of £500,000 ($820,539). 

Clearing members that clear only for their proprietary accounts, customer accounts; and/or for Local 
Floor Members must have a minimum net worth of £1,000,000 ($1,641,077). Clearing members that 
clear for tlieir proprietary accounts, customer accounts; Local Floor Members, and other IPE members 
must have a minimum net worth of £2,000,0(X) ($3,282,083). IPE Members are required to submit 
financial returns to the Exchange to demonstrate ongoing compliance with their financial obligations. IPE 
shares such information, where appropriate, with LCH, the FSA, and regulators in the United Kingdom 
and elsewhere. 

IPE membership is open to natural persons, partnerships, and corporate entities that satisfy the 
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membership criteria, regardless of the location of the entity or the type of business in which the entity is 
engaged. However, IPE membership is restricted to bona fide commodity professionals. Accordingly, 

IPE represents that United States retail customers could not become members of the Exchange. IPE's 
Directors retain the absolute discretion to approve or disapprove an applicant for membership, subject to 
the applicant's rights to reconsideration and appeal. The Exchange's Directors also retain the authority to 
expel a member from membership or to suspend any or all of a member's membership rights. 

III. OVER VIE W OF ET S 

A. Technical A spec ts of ETS 

1. Introduction 

At the outset, the Division notes that the description of the ETS system set forth herein is based upon 
representations made by IPE or its representatives. The Division has not performed an independent 
assessment of the security or soundness of the system. 

2. ETS Architecture 

a. Co mponents 

ETS is an open system that does not require dedicated terminals to operate. IPE provides its members 
with certain components of the system, while requiring them to purchase other elements. Specifically, the 
Exchange supplies the central order processing facilities of the system, known as the "Trading Host;" the 
local area network ("LAN"); the front-end trading application software ("Trading Application"); and 
certain hardware and software through which the Trading Application communicates with the Trading 
Host. IPE members that wish to utilize ETS must purchase their own Windows NT workstations ("ETS 
Workstations")^^ and leased lines. 

b. Trading Host 

The Trading Ho-st performs the security, order processing, and connection monitoring functions of the 
ETS system. Among other things, the Trading Host maintains a database of currently authorized ETS 
Traders, validates a trader's authority to trade on ETS, processes and records all orders, validates requests 
for order modifications and cancellations, matches orders, maintains the central order book, sends market 
broadcast data messages to ETS Workstations, and monitors the performance of the system connections 
between the Trading Host and the ETS Workstations. IPE represents that the Trading Host underwent 
comprehensive business and technical testing before it was declared operational. 

c. Trading Applicatio n 

The Trading Application is the front-end trading application software that runs on an ETS Workstation. 
The Trading Application itself does not perform any services. Rather, it serves as the interface between 
the services provided by the Trading Host and the ETS Workstation. Chirrently, IPE Members must 
purchase and use the Trading Application offered by IPE. They may not use self-developed Trading 
Applications or Trading Applications that have been purchased from independent software vendors. 

d. Netw ork 

ETS is based upon an Ethernet LAN maintained at one of IPE's satellite offices in London. An Ethernet 
LAN and attached ETS application servers that act as a back-up to the main servers at this office are 
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maintained at a different satellite office in London. IPE represents that the ETS network is operated to 
achieve at least 99.98% availability. 

e. ETS Workstation 

Although IPE members are responsible for purchasing their own ETS Workstations, IPE requires that 
such workstations satisfy certain minimum specifications established by the Exchange. For example, IPE 
generally requires that the ETS Workstations adhere to prescribed levels of processing speed, megabyte 
RAM, and disc capacity. 

3. Access to ETS 

An IPE member who wishes to trade through ETS must do so through one or more traders that have been 
registered with IPE and have been granted the right to trade through ETS ("ETS Traders"). Members 
are required to have a sufficient number of ETS Traders for the nature and the volume of business they 
conduct.*^ Persons wishing to become ETS Traders must satisfy certain requirements. Among other 
things, an ETS Trader must; 

• be either: 

• a trader employed by or representing a Floor Member or a Local Floor Member or 

• an individual Local Floor Member; 

• be a member of the SFA (unless the ETS Trader is a TAM); 

• be "fit and proper," as determined in accordance with SFA rules; 

• be authorized as an ETS Trader by the FSA; 

• complete a training program and pass a competency examination;*-^ 

• obtain a certification from a compliance officer of the IPE member for whom he will be trading 
that states that the Exchange member has authorized the ETS Trader to trade on its behalf; 

• be able to obtain the use of the ETS Workstation of the member for whom he trades; 

• ensure that his staff is adequately trained and properly supervised; and 

• be authorized to adjust or withdraw any order submitted under his Individual Trader Mnemonics 

ETS Traders must use the ETS system in accordance with the ETS User Agreement and Workstation 
User Guide and comply with all IPE Regulations. A person’s status as an ETS Trader maybe suspended 
or revoked as a result of disciplinary action taken under IPE Regulations. 

ETS includes security mechanisms designed to prevent unauthorized access to the system.*^ An ETS 
Trader carmot enter an ETS Workstation and hence, the Trading Host, until he inputs the unique user 
name that has been assigned to him by an IPE Supervisor^^ and his eight-character password. The user 
name is derived from the ITM assigned to the ETS Trader by the Trading Host. IPE requires ETS Traders 
to alter their passwords no less frequently than every thirty days. Passwords are encrypted at the point of 
entry. 

4. Order Process ing System 

ETS accepts several types of orders for execution, including limit orders, cross trade orders,*^ stop limit 
orders, fill or kill orders, and intra-commodity spread orders. ETS will match new and standing orders if. 
(i) one order is a buy order and the other order is a sell order; (ii) the two orders are for the same contract, 
the same delivery month, and, in the case of options, the same exercise price; and (iii) the price of the buy 
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order is equal to or better than the price of the sell order. If all of the foregoing criteria are satisfied, ETS 
will determine the trade quantity executed in the transaction based upon the lower of the quantity of the 
new order or the remaining quantity of standing order(s) in the market at the time the new order is placed. 

ETS utilizes the same trade matching algorithm for all contracts traded on IPE. The algorithm is a first-in, 
first-out ("FIFO") system that matches orders in a strict time and price sequence. Specifically, the 
"oldest” order in the system at a given price has a higher priority and is filled prior to any subsequently 
placed orders at the same price. Once a standing order is completely filled, the remaining orders will be 
filled based upon the time of entry of the order, in accordance with the FIFO algorithm. Thus, older 
orders are favored; newer orders are filled only if sufficient volume remains. The time associated with an 
order is the time of its arrival at the Trading Host, not the lime it is submitted at the ETS Workstation. 

5. Trade Registration and C le aring. Process in g Syst ems 

IPE's trade registration system ("TRS") and clearing processing system ("CPS”) are real-time trade 
administration systems that provide integrated trade registration and clearing facilities for both IPE’s open 
outcry and ETS markets. During the initial phases of ETS, while contracts continue to be traded on the 
IPE floor, clearing and settlement functions will continue to be carried out by clearing members in 
London on behalf of IPE members located outside of the United Kingdom. IPE intends to develop a new 
Windows-based application program interface ("API") for TRS and CPS that will support a PC 
application and will provide essentially the same functions of the existing TRS and CPS. When the API 
becomes available, members located outside of the United Kingdom who wish to gain direct access to 
IPE’s clearing and settlement facilities may do so via ETS. 

The clearing process starts with the entry of the details of an executed trade into TRS. Trades affected 
upon ETS are matched automatically and entered into TRS as matched trades. By using TRS terminals, 
IPE members can check their trading activity and the status of individual trades and may complete 
registration by assigning trades to the correct account for margining and position-keeping, adding account 
references, and allocating or claiming trades.^^ Although full counterparty information is passed to 
TRS, this information will not be displayed upon users' terminals, to ensure post-trade anonymity. IPE 
requires that trades be processed completely (including the allocation, claim, and assignment of the trade) 
within thirty minutes of trade execution, so that all trades will be fully registered thirty minutes after the 
market closes. IPE members are required to ensure that at least one member of their staff that possesses 
the authority to resolve mismatches and/or misallocation remains on duty until thirty minutes after the 
close of the trading of a contract on ETS. 

CPS provides position maintenance and clearing functions for IPE members. It carves out end-of-day 
processing and transmits the details of matched trades to LCH for registration. LCH will receive the 
details of the instructions IPE members have submitted to TRS and CPS, details of settlement prices, 
margin data, members' full margin reports, clearing member reports, and open interest reports. LCH 
settles and clears all trades executed on ETS by the end of the relevant trade date. 

6. Audit Trai l 

IPE members are required to maintain proper and complete accounting and other records relating to all 
contracts made, whether such contracts are for the member's proprietary or customer accounts. Separate 
accounts must be kept with respect to each customer and all orders and accounts must be given a unique 
and clearly identifiable reference. Members must keep daily records of open positions. 

ETS Registered Traders must ensure that an order received from a customer for execution on ETS, 
whether such order is received before or in the course of the ETS trading session, is recorded on an order 
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slip.^^-^ETS Traders must time-stamp all order slips immediately upon receipt on a time-stamping 
machine that is unique to the IPE member for whom it trades and that is adjacent to the member's ETS 
Workstation.^^ The order must be time-stamped again if it is altered, executed, or cancelled by the 
customer or if it is transmitted to another location before being shown to the market. In addition, orders 
sent through ETS are time-stamped by the system itself. 

Order slips relating to business transacted on ETS must contain the following information: IPE member 
identification; a client identifier or reference; whether the trade is for the house or a customer account (if 
known); the identity of the person completing the slip; the ITM under which the order is being submitted; 
whether the order is to buy or to sell; the contract; contract month; quantity; price, price limit, or price 
range; and any other order instructions (e.g., order type, price/quantity specification). If the order is an 
option, the order slip must note whether it is a call or put option and the exercise price. Order details must 
be retained by IPE members for no less than three years after the date of the transaction. All telephone 
conversations by ETS Traders with respect to business done on ETS must be conducted on audio-logged 
lines. Recordings of audio-logged lines must be retained by IPE members for a period of no less than 
tliree months after the date of the recording. IPE has full access to the audit trail information described 
above in order to satisfy itself that appropriate procedures and controls are in place with respect to 
business conducted on ETS. 

7. System Response Times 

IPE represents that the Trading Host and network have been designed and sized to process ETS 
transactions (under normal conditions) in under two seconds. The system sizing includes contingencies 
for substantial growth in product range and for trading volume that significantly exceeds currently- 
projected levels. IPE further represents that the network has been constructed to ensure that, as far as is 
physically possible, no one network connection is disadvantaged over another and that response times 
across borders will be equivalent. IPE will not accept cross-border response times that vary by more 
than .01 second. 

8. Reliability 

IPE has identified certain areas in which the ETS system may fail and has adopted specific remedial 
procedures. In the event of the failure of a leased kilostream line, ISDN line, central site router, customer 
router, or central site server, IPE'.s Network Monitoring Centre ("NMN") would be notified immediately 
and the NMN would take appropriate measures to correct the problem. IPE anticipates that all such 
difficulties will be resolved within four hours of occurrence. In the event that an ETS Workstation at an 
IPE member firm's office failed, IPE customers would be responsible for repairing or replacing all 
hardware and non-ETS software. However, IPE would provide additional ETS software, as necessary, 
after the workstation has been repaired or replaced. 

ETS Traders would be alerted to a major failure of the Trading Host through a system error message 
shown on their ETS Workstations. In tliis event, all orders would be held as inactive until the Trading 
Host was restarted. Generally, the market would be re-opened following the procedures that are followed 
at the start of a normal trading day. If a Trading Application or its link to the Trading Host fails, the ETS 
Trader would be permitted to transfer his order to any replacement trader with whom he has an 
arrangement to share order books and the replacement trader would he permitted to trade in his stead. If 
the ETS Trader did not have such an arrangement, his orders would be deactivated. 

B. IPE's Year 2000 Program 
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IPE is using the British Standards Institute DISC Compliance Standard for Year 2000 ("Y2K") 
Compliance which has been adopted by a majority of United Kingdom companies as their Y2K 
compliance testing benchmark. The IPE's "core" systems systems that are involved in the ability to 
service IPE members and their customers) have been successfully tested by IPE, LCH, and a 
representative sample of twelve IPE members. IPE's "non-core" systems (i.e., internal systems that affect 
the effectiveness of IPE) have been successfully unit and integration tested. ETS was developed as a Y2K 
compliant system and was fully and successfully integration tested in June 1999. IPE has required its 
members to certify that their own electronic systems have been tested for Y2K compliance and that any 
problems that were discovered during those te{*ts have been corrected. IPE members must also agree to 
perform additional testing on January 1, 2000 and the Exchange will not permit members to access ETS 
until such testing is complete. IPE submitted the results of its Y2K testing to the ESA and the FSA 
announced that it was satisfied with the results in September 1999. 

C. Adherence to IOSCO P r incipl es 

IPE represents that it employed the expertise of industry specialists during the design, building, and 
implementation of ETS to ensure that the resulting system infrastructure would follow best industry 
practice and quality standards. It also represents that, in developing and operating ETS, IPE has adhered 
to, and will continue to adhere to, the Principles for the Oversight of Screen-Based Trading Systems for 
Derivative Products developed by the Technical Committee of the International Organization of 
Securities Commissions ("IOSCO Principles'').^"^ In coimection with the FSA's exercise of its oversight 
of IPE as a Recognized Investment Exchange ("RIE"), IPE has satisfied the FSA that the arrangements 
for ETS and its use of the technology employed by that system are satisfactory. 

D* Demarcation of Responsibility and Liability 

Due to the open nature of the ETS system, it is likely that most, if not all, trading activity on ETS will 
occur away from IPE's direct oversight and control and that the roles assigned to particular individuals at 
a member's site may differ considerably both from member to member and from the traditional roles on a 
market floor. IPE requires that its members ensure that all persons on the member's staff sufficiently 
understand the manner in which ETS operates to perform their assigned roles effectively. IPE members 
and certain persons on their staff also are responsible for ensuring that: { 1 ) the arrangements for 
conducting IPE business are consistent with IPE Regulations and (ii) all business conducted by way of 
such arrangements is consistent with IPE Regulations. IPE may institute disciplinary action against and 
impose sanctions upon both Exchange members and/or their ETS Traders should they fail to perform 
these duties. IPE Regulations stipulate that neither IPE nor its officers, employees, agents, or 
representatives may be held liable to an IPE member or customer for any loss or damage arising from or 
in connection with the occurrence of a suspension or closure of IPE or a disruption in ETS service, 
regardless of cause. 

IV. OVERVIEW OF THE REGUL A TORY STRUC TURE IN THE UNITED KING DO M 
A. Introduction 

IPE is subject to a comprehensive regulatory regime in the United Kingdom. This regulatory structure 
includes, among other things: financial and other fitness criteria for industry participants; reporting and 
recordkeeping requirements; procedures governing the treatment of customer funds and property; sales 
practice and other conduct of business standards; provisions designed to protect the integrity of the 
markets; and statutory prohibitions on fraud, abuse, and market manipulation. Responsibility for financial 
services legislation and broad policy in the United Kingdom lies with Her Majesty's Treasury, which is 
answerable to Parliament. Responsibility for regulating the conduct of investment business and for 
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providing investor protection in the United Kingdom rests with the FSA. Additional authority to prevent 
and prohibit market manipulation rests with the United Kingdom's Department of Trade and Industry and 
the Serious Fraud Office. 

The principal legal provisions for investor protection in the United Kingdom's financial services sector 
are contained in, or derived from, the Financial Services Act 1986 ("FS Act") and the FSA fulfills its 
regulatory responsibilities within the framework established by that Act and related legislation.^^ The 
FSA also has established Statements of Principle ("FSA Principles") that set forth universal standards of 
practice, including standards relating to internal organization; the financial resources, integrity, skill, care, 
and diligence of market participants; customer assets; conflicts of interest; market practice; information 
about customers; information for customers; and relationships with regulators. 

The Division notes that the Commission previously reviewed the regulatory regime administered and 
enforced by the FSA applicable to transactions on United Kingdom exchanges in connection with the 
relief it granted to the FSA's predecessors in 1989. On May 19, 1989, the Commission issued orders 
pursuant to Rule 30. 1 0 that granted exemptive relief to the members of the Association of Futures 
Brokers and Dealers ("AFBD"), The Securities Association ("TSA"),^^ the Investment Management 
Regulatory Organization ("IMRO"), and the SIB to permit such members to solicit and accept orders 
from United States customers for otherwise permitted transactions on non-United States exchanges that 
are "Designated Investment Exchanges. In each of these orders, the Commission noted that the 
standards for relief set forth in Rule 30.10^^ generally had been satisfied by each of the petitioning 
regulatory authorities, and compliance by the Rule 30.10 Firms with applicable United Kingdom law and 
the rules of the respective petitioning authority could be substituted for compliance with certain 
provisions of the CEA and the Commission's rules set forth In the Commission's orders.^ 

B. Re gulation of the IPE as an RIE 

IPE is an RIE^^ under the FS Act and, as such, is exempt from the requirement that it be "authorized" to 
conduct "investment business"^-^ in the United Kingdom in relation to the operation of its markets.^ 
However, to acquire recognition status, IPE was required to satisfy several statutorily-prescribed 
recognition requirements. IPE must continue to fulfill these obligations in order to maintain its 
recognition status. Among other things, IPE is required to: retain specified financial resources; operate its 
markets with due heed to the protection of investors and to ensure that trading is conducted in an orderly 
and fair manner; maintain suitable arrangements for trade reporting; maintain suitable arrangements for 
the clearing and settlement of contracts;^^ monitor compliance with its rules; enforce its mies; 
investigate complaints with respect to its business; maintain rules to deal with the default of its members; 
cooperate with other regulatory bodies through the sharing of information or otherwise;^--^ maintain high 
standards of integrity and fair dealing; and prevent abuse. The FSA has produced a formal interpretation 
of the statutory recognition requirements that sets forth the meaning of those obligations in practical 
terms. 

The FSA is the authority charged with ensuring that RIEs, such as IPE, continue to comply with the 
recognition criteria and is authorized to de-recognize any RIE that fails to meet the statutory recognition 
requirements. Accordingly, IPE is subject to the oversight of the FSA. The FSA exercises its supervisory 
responsibility by conducting an ongoing assessment of whether IPE's rules, procedures, and practices are 
adequate for the protection of investors and for the maintenance of an orderly market. For this purpose, 
the FS Act requires IPE to report changes in its rules and procedures to the FSA within seven days of 
such amendments becoming effective. In practice, IPE notifies the FSA of significant changes to its rules 
or procedures before such changes become effective. IPE is also required to produce an annual regulatory 


rffo an\r/tm/]e>tte‘rc/QQ]ottore hmOQ-fyO VttTv* 





647 


CFTC Letter 99-69 


Page 10 of 23 


plan detailing its intended regulatory activities over the succeeding twelve months. IPE has never been 
declared to be in breach of its regulatory responsibilities. 

C. R egulation of IP E M embers 

Because trading through ETS constitutes the carrying on of investment business in the United Kingdom, 
most United Kingdom-based members of the IPE that trade through ETS are required to be authorized 
under the FS Act.^^ To obtain authorization, an applicant must satisfy the FSA that it is "a fit and proper 
person" to cany on investment business and to provide the financial services in which it intends to 
engage. In addition, most IPE members that trade through the ETS are subject to the rules of an SRO.^^ 
Because IPE requires its Floor Members and Local Floor Members to be members of the SFA, a majority 
of IPE members are subject to rules imposed by the SFA. 

SFA members are required to be "fit and proper persons" to carry out investment business. In evaluating a 
membership applicant’s fitness, the SFA may consider a variety of factors, including the applicant's 
integrity, honesty, competence, and financial soundness. The directors, employees, or representatives of 
firms whose activities include managing investments, procuring persons to enter investment agreements, 
or giving advice on investment agreements must be registered with the SFA as registered representatives 
and, with limited exception, have passed an SFA-required examination.^^ The SFA also imposes, 
among other things, fitness standards; financial resource requirements (that are designed to reflect, among 
other things, the firm's position risk and its exposure to counterparties); sales practice mles {e.g., rules 
governing the responsibility of a firm for its employees and agents; the suitability of investment products 
for private customers; solicitation, advertising, and publishing; the contents of customer agreements; the 
disclosure of risks, material interests, and charges and other remuneration; and the handling and 
recording of customer complaints); rules designed to ensure the integrity of the market {e.g., rules 
regarding best execution, customer order priority, and customer order allocation; restricting the offer of 
illiquid or off-market investments; prohibiting members from trading ahead of customers; and prohibiting 
the churning of accounts and switching of contracts); and reporting and recordkeeping requirements.^ 
The SFA further requires the maintenance of compliance procedures. The FSA may impose disciplinary 
actions and levy fines for violations of these requirements. 

D. IPE's Regul a tion s and Trading Procedures 

All trading on IPE through ETS must be conducted in accordance with IPE Regulations and the rules of 
LCH. IPE Regulations are applicable to IPE members without regard to jurisdictional boundaries because 
the obligations thereunder arise by virtue of the contractual relationship between the Exchange and its 
members. IPE Regulations are designed to enable the Exchange to fulfill its recognition obligations, 
including the requirement that it ensure that its market is fair and orderly and is operated with due regard 
to the protection of investors. IPE Regulations are also intended to impose the FSA Principles and other 
regulatory guidance issued by the FSA that is relevant to IPE's business. Members and each of their 
respective ETS Traders are subject to disciplinary action for failure to comply with IPE Regulations. 
Disciplinary action may result in fines, suspension, expulsion, or unlimited /mes. Members are 
responsible for the actions of their ETS Traders. Firms that cease to be members of IPE and ETS traders 
who are de-registered remain subject to IPE’s disciplinary jurisdiction for one year afterwards or for as 
long as disciplinary proceedings continue. 

IPE Regulations contain both substantive provisions relating to membership requirements and trading and 
procedural provisions relating to discipline, arbitration, and the default of members. Among other things, 
IPE regulations prohibit fraud and market manipulation and require IPE members to: (i) satisfy minimum 
financial resource requirements;^^ (ii) observe high standards of integrity, fair dealing, and market 
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conduct; (iii) act with due skill, care, and diligence; (iv) avoid or manage conflicts of interest; (v) record 
all details of customer orders, execute customer orders promptly (except where otherwise permitted by 
IPE Regulations), and submit details of customer trades to IPE for registration and clearing; (vi) maintain 
accounting and other records sufficient to create an audit trail with respect to IPE business; (vii) submit 
financial statements on a regular basis; (viii) address customer complaints; (ix) take such steps when a 
customer defaults as are open to the member to reduce the customer's liability; and (x) ensure that the 
appropriate procedures and controls are in place with respect to the business the member conducts. IPE 
Regulations also generally prohibit any member from committing any act or engaging in any conduct 
likely to bring the IPE into disrepute or otherwise be substantially detrimental to the interests of the 
exchange. 

United Kingdom law requires that RIEs, such as IPE, and RCHs, such as LCH, maintain rules that allow 
the RIE or RCH to declare a member to be a defaulter and to close out all open positions on the market. 
Market authorities are not required to wait for the commencement of formal insolvency proceedings to 
declare a default if they possess a good faith belief that the member will be unable to meet its future 
obligations under market contracts. Accordingly, IPE has promulgated rules that delineate the 
procedures to be followed by IPE in the event of default. However, LCH's default rules take precedence 
over IPE's default rules with respect to contracts to which LCH is party. If, therefore, a clearing member 
were to default, LCH would apply its default rules to the registered contracts, while IPE would deal with 
the back-to-back contracts between the defaulting clearing member and its customer and the non-clearing 
members for which it clears. Were a non-clearing member to default, only IPE's default rules would 
apply. The default rules of both LCH and IPE set forth, among other things, the circumstances under 
which the respective authority may declare a member to be in default, the actions that the authority may 
take in the event of default, the type of resources that may be used to satisfy the defaulting member's 
obligations, and the sequence in which such resources may be used. 

IPE has appointed two principal officers (collectively, "IPE Supervisors") to monitor compliance by IPE 
members with Exchange Regulations as they relate to trading on ETS from the United States or on behalf 
of United States customers. They are supported by a team of compliance assistants and a market 
supervision team that monitors both open outcry and electronic trading in real time. At least one IPE 
Supervisor or his qualified designee is available at all times IPE is open for trading to offer clarification 
or advice with respect to IPE Regulations. 

IPE has granted IPE Supervisors real-time access to information regarding its member firms (e.g., order 
books) to help ensure that trading Is conducted in accordance with IPE Regulations. IPE Supervisors 
continually monitor all user activity on a real-time basis. IPE Supervisors are authorized by the Exchange 
to take the necessary measures to confirm that IPE members are in compliance with Exchange 
Regulations,^^ including logging off and disabling ETS users' access at the network and 
trader/supervisor level. If a user is logged off, all open orders for that user are cancelled and purged from 
the system. If a user's name and password are disabled, the user will be prohibited from logging on to the 
system absent Exchange approval. 

IPE's compliance and regulatory functions are overseen by its Business Conduct Committee ("BCC"). 

The BCC is required to appoint at least one Compliance Officer responsible for monitoring compliance 
with and investigating alleged breaches of IPE Regulations. The Compliance Officer and his department 
both investigate suspected misconduct that has been reported to them^^ and identify suspicious trades or 
patterns. In order to facilitate its investigations, the Compliance Department will analyze, among otlier 
things, data held on IPE’s computer systems; members' trade paperwork; and relevant audio, video, and 
telephone logs. If the Compliance Officer forms the provisional conclusion that a breach of IPE 
Regulations has occurred, he reports the alleged breach to the BCC which may authorize an investigation 
into alleged infringement. The BCC also is empowered to investigate any disorders on IPE and other 
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events or practices that may impair the ordCTly conduct of the Exchange or the performance of the 
contracts that are traded on the Exchange. All IPE members are required to cooperate with such 
investigations. The pane! investigating such incidents is required to submit a written report, including its 
recommendations to IPE's directors or the BCC. The directors or BCC may commence disciplinary 
proceedings, refer the matter back to the original or a new investigation panel for further inquiry, issue a 
warning, or decide that no further action should betaken. If allegations of non-compliance with IPE 
Regulations are upheld, the Disciplinary Panel may impose anyone or a combination of the following 
sanctions: a private warning or reprimand; a notice of censure; disqualification of the member or any of 
its partners, directors, employees, or associates from being a director or member of a committee or panel 
of the Exchange for a definite or indefinite period; suspension or curtailment of market access for a 
definite or indefinite period; a recommendation to the directors that any or all of the member's rights of 
membership be suspended; a recommendation that the member be expelled from membership; and an 
unlimited fine. 

V. INF ORMATION-SHARIN G 

As set forth more fully below, pursuant to the terms and conditions of the no-action relief provided 
herein, the Division will be entitled to receive certain specified information regarding ETS directly from 
IPE. Additional information relevant to IPE and IPE and ETS participants will be available to the 
Commission and its staff through certain information-sharing arrangements to which both the CFTC and 
the FSA or the SIB are parties. These include, without limitation, the Memorandum of Understanding 
("MoU") on Mutual Assistance and the Exchange of Information between the United States Securities 
and Exchange Commission and the CFTC, and the United Kingdom Department of Trade and Industry 
and the SIB dated September 25, 1991 and the Declaration on Cooperation and Supervision of 
International Futures Exchanges and Clearing Organizations, as amended, March 1998 (commonly 
known as the "Boca Declaration").^'^^ 

VI. C ONCLUSIO N 

Consistent with the Commission's June 2 Order, the Division has reviewed and considered IPE's No- 
Action Request and the information and documentation forwarded to the Division in support thereof. 
Among other things, the materials furnished by IPE indicate that IPE has a single, representative office in 
the United States, but that the staff of that office does not provide investment advice nor solicit, receive, 
or direct trading orders from that office; IPE does not maintain order matching or clearing facilities in the 
United States; IPE is an RIE under the laws of the United Kingdom; IPE, ETS, and IPE and ETS 
participants are subject to oversight in the United Kingdom by a legitimate regulatory authority that is 
responsible for ensuring their compliance with an extensive regulatory regime; ETS adheres to the 
IOSCO Principles; and the CFTC and the FSA are parties to various information-sharing arrangements 
applicable to ETS participants and activities involving ETS.^^ 

Based specifically upon these and other representations made by IPE in support of its NoAction Request, 
the Division has determined that granting no-action relief to IPE and its members, pending the adoption 
by the Commission of rules or guidelines regarding access to foreign boards of trade from electronic 
trading devices in the United States, would not be contrary to the public interest. Accordingly, subject to 
compliance with the terms and conditions slated herein, the Division will not recommend that the 
Commission institute enforcement action against IPE omits members solely based upon IPE's failure to 
obtain contract market designation pursuant to Sections 5 and 5a of the CEA, if: (i) IPE members trade 
for their proprietary accounts through ETS in the United States; (ii) IPE members who are registered with 
the Commission as FCMs or who are Rule 30.10 Firms submit orders from United States customers for 
transmission to ETS; and/or (iii) IPE members who are registered with the Commission as FCMs or who 
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are Rule 30.10 Firms accept orders through United States AORSs from United States customers for 
submission to ETS. 

The Division's no-action position is only applicable to the contracts described below, and shall become 
effective with respect to such contracts as follows: 

(i) The relief is effective immediately with respect to the: 

• Natural Gas (NBP) Daily futures; 

• Natural Gas (NBP) Monthly futures; and 

• Natural Gas (NBP) Balance-of-the-Month futures contracts, 

(ii) The relief will become effective with respect to the following contracts immediately upon such 
contracts becoming eligible for trading on ETS: 

• Gas Oil futures and options; 

• Fuel oil futures; and 

• Brent Crude futures and option contracts. 

If additional contracts or products become available for trading through ETS and IPE wishes to make 
such contracts or products available in the United States through ETS, IPE must request in writing and 
receive supplementary no-action relief prior to offering such contracts or products. In the event that a 
supplemental request for relief is made by IPE, IPE will not be required to submit materials already 
received by the Division in connection with the No- Action Request addressed herein, unless there has 
been a material change in the structure, operation, or regulation of IPE or ETS such that the information 
that already has been provided to the Division no longer remains accurate. Any supplemental request for 
expanded no-action relief to cover different IPE products need only be accompanied by a certification to 
the effect that the material information previously submitted to the Division remains accurate and by a 
description of the contracts or products available for trading on ETS to which IPE wishes to extend the 
Division's no-action relief. 

The scope of the Division's no-action position is restricted to providing relief from the requirement that 
IPE obtain contract market designation pursuant to Sections 5 and 5a of the CEA and regulatory 
requirements that flow specifically from the contract market designation requirement in the event that the 
above-referenced contracts are made available in the United States through ETS, in the manner set forth 
herein. The Division's no-action position does not extend to any other provision of the CEA, any other 
Commission regulations, nor to any NFA rules, and does not excuse IPE or its members from compliance 
with any applicable requirements thereunder. Nor docs the no-action position alter, restrict, or expand the 
coverage of existing Commission exemptions for particular products. 

The Division specifically notes that its no-action position does not alter the requirement that a firm 
operating pursuant to the no-action relief provided herein must be a registered FCM or be operating 
pursuant to Rule 30.10 relief to engage in the offer or sale of a foreign futures contract or foreign options 
transaction for or on behalf of a United States foreign futures or foreign options customer. For example, 
nothing in this letter is intended to alter current Commission rules and staff interpretations that require 
generally that any foreign firm that clears trades on a fully-disclosed basis on behalf of United States 
persons (including where the United States person is a non-clearing member of a foreign board of trade . 
trading solely for its proprietary account) be a registered FCM or a Rule 30. 10 Firm, unless the foreign 
firm solely carries accounts on behalf of United States customers that are its proprietary accounts (as 
defined in Rule 1.3(y)) of the foreign firm.^^ If the foreign firm is either a member of the relevant 
foreign board of trade or is a foreign affiliate of a registered FCM in the United States and its sole contact 
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with a United States customer is that it carries the FCM's omnibus account, it need not register under 
Rule 30.4^5-3 

Moreover, the Division's no-action position does not amend, revise, or negate the obligations of FCMs 
and Rule 30.10 Firms under the Act, Commission regulations, or Rule 30.10 orders. For example, Rule 
30.10 Firms continue to be prohibited from maintaining a presence in the United States. Thus, Rule 30.10 
Firms cannot maintain electronic terminals providing direct access to ETS in the United States (although 
they would be permitted to accept orders overseas from customers located in the United States that 
submit such orders by telephone or through an AORS located in the United States). FCMs or Rule 30.10 
Firms who solicit or accept orders from United States customers for trading on ETS remain responsible 
for, among other things, complying with the regulatory requirements governing risk disclosure, the 
handling and allocation of customer orders, and the segregation of customer funds. 

The Division’s no-action position does not affect the Commission's ability to bring appropriate action for 
fraud or manipulation. The Division specifically notes that the use of an AORS to transmit orders to ETS 
would be subject to all existing Commission rules and regulations and to any future rules or guidance 
propounded by the Commission or the Division. Finally, this letter does not address issues that might 
arise under the Securities Act of 1933, the Securities Exchange Act of 1934, and other applicable federal 
securities laws or nales promulgated thereunder. 

The Division’s no-aclion position is subject to compliance with the following conditions; 

• IPE will continue to satisfy the criteria for designation as art RIE under the applicable laws of the 
United Kingdom with respect to transactions effected through ETS. 

• The laws, systems, rules, and compliance mechanisms of the United Kingdom applicable to IPE 
will continue to require IPE to maintain fair and orderly markets; prohibit fraud, abuse, and market 
manipulation; and provide that such requirements are subject to the oversight of the FSA. 

• IPE and ETS will continue to adhere to the IOSCO Principles as updated, revised, or otherwise 
amended. 

• Only members of IPE will have direct access not through an AORS) to ETS and IPE will not 
provide, and will take reasonable steps to prevent, third parties from providing such access to ETS 
to persons other than IPE members.^^ 

• All orders that are transmitted through ETS by a member of IPE that is operating pursuant to the 
no-actioii relief provided herein and that is not registered with the Commission as an FCM or that 
is not a Rule 30. 10 Firm will be solely for the "proprietary accounts," as defined herein, of such 
IPE member. 

• All orders for United States customers accepted through an AORS and/or transmitted by IPE 
members through ETS will be intermediated by an IPE member that is either registered with the 
Commission as an FCM or is a Rule 30.10 Firm. 

• IPE will require each current and future Exchange member that is not registered with the 
Commission as an FCM to file with IPE a written representation, executed by a person with the 
authority to bind the member, stating that as long as the IPE member operates pursuant to the no- 
action relief provided herein, the member agrees to and submits to the jurisdiction of the 
Commission with respect to activities conducted pursuant to the no-action relief IPE will obtain the 
foregoing representation before it permits the relevant member to operate pursuant to the no-action 
relief and will maintain the representation as long as the member is operating pursuant to that 
relief. IPE will make such representations available to the Commission upon the request of a 
Commission representative. 

• IPE will require each current and future Exchange member that is not registered with the 
Commission as an FCM to file with IPE a valid and binding appointment of a United States agent 
for service of process in the United States pursuant to which the agent is authorized to accept 
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delivery and service of "communications’'^^ that are issued by or on behalf of the Commission. 
IPE will obtain the foregoing appointment before it permits the relevant member to operate 
pursuant to the no-action relief and will maintain the appointment as long as the relevant member is 
operating pursuant to that relief. IPE will make such appointments available to the Commission 
upon the request of a Commission representative. 

• IPE will require each current and future Exchange member who is not registered with the 
Commission as an FCM to file with IPE a written representation, executed by a person with the 
authority to bind the member, stating that, as long as the IPE member operates pursuant to the no- 
action relief provided herein, the IPE member will provide, upon the request of the Commission, 
the United States Department of Justice, and, if appropriate, the NFA, prompt access to original 
books and records maintained at its United States offices as well as to the premises where ETS is 
installed or used in the United States. IPE will obtain the foregoing representation before it permits 
the relevant member to operate pursuant to the no-action relief and will maintain the representation 
as long as the relevant member is operating pursuant to that relief. IPE will make such 
representations available to the Commission upon the request of a Commission representative. 

• IPE will file with the Division valid and binding appointment of a United States agent for service 
of process in the United States, pursuant to which the agent is authorized to accept delivery and 
service of "communications," as defined above, that are issued by or on behalf of the Commission. 
IPE will file the foregoing representation before it operates pursuant to the no-action relief and will 
maintain the representation as long as IPE or ETS operate pursuant to that relief. 

• IPE will maintain the following updated information and submit such information to the Division 
on at least a quarterly basis, and at any time promptly upon the request of a Commission 
representative: 

• For each contract available to be traded through ETS, the total trade volume originating from ETS 
terminals assigned to each of IPE's members in the United Slates (including volume originating 
from AORSs 5iat route orders to ETS) compared with total trade worldwide volume for such 
products traded through ETS and the total worldwide trade volume for such products traded on IPE 
generally. 

• A listing of the names, NFA ID numbers (if applicable) and main business addresses in the United 
States of all IPE members that have access to ETS in the United States. 

• IPE will promptly provide the Division with written notice of the following: 

• Any material change in the information provided in its No-Action Request, including any 
information contained in the documents submitted in support thereof. 

• Any material change in IPE Regulations or the laws, rules, and regulations in the United Kingdom 
relevant to futures and options. 

• Any matter known to IPE or its representatives that, in IPE's judgment, may affect the financial or 
operational viability of IPE; including, but not limited to, any significant system failure or 
interruption. 

• Any default, insolvency, or bankruptcy of any IPE member known to IPE or its representatives that 
may have a material, adverse impact upon the condition of IPE, the IPE clearing system, or upon 
any United States customer or firm. 

• Any known violation by IPE or any IPE member of the terms or conditions of the no-action relief 
provided herein. 

• Any disciplinary action taken by IPE against any member of IPE operating pursuant to the no- 
action relief provided herein that: (i) involves any market manipulation, fraud, deceit, or 
conversion or that results in suspension or expulsion; (ii) involves the use of ETS or an AORS to 
submit orders to ETS; and (iii) either; (a) the IPE member against whom the disciplinary action is 
taken is located or based in the United States or (b) the disciplinary action results, in whole or in 
part, from conduct that: (1) involves the use of a terminal or an AORS that is located in the United 
States to accept or submit an order for trading through ETS; (2) involves a United States customer 
or firm or a registered FCM; or (3) might have a material, adverse impact upon any United States 
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customer or firm.^ 

• Satisfactory information-sharing arrangements between the Commission and the FSA will remain 
in effect. 

• The Commission will be able to obtain sufficient information regarding IPE and the members of 
IPE operating pursuant to the no-action relief provided herein necessary to evaluate the continued 
eligibility of IPE or its members for the relief, to enforce compliance with the terms and conditions 
of that relief, or to enable the Commission to carry out its duties under the CEA and Commission 
regulations.^^ 

• IPE will provide directly to the Commission information necessary to evaluate the continued 
eligibility of IPE or its members for the relief, to enforce compliance with the terms and conditions 
of that relief, or to enable the Commission to carry out its duties under the CEA and Commission 
regulations.^^ 

• IPE employs reasonable procedures, to be determined by IPE, for monitoring and enforcing 
compliance with the terms and conditions of the no-action relief provided herein. 

The no-action position taken herein is taken by the Division only and does not necessarily reflect the 
views of the Commission or any other unit or member of the Commission's staff. It is based upon the 
information and representations contained in IPE's No-Action Request and the materials submitted in 
support thereof. Any materially different, changed, or omitted facts or circumstances may render this 
letter void. The Division specifically notes that it will examine the trade volume information submitted as 
a condition to the no*action relief provided herein as well as any changes in the nature or extent of IPE's 
activities in the United States to ascertain whether IPE's presence in the United States has increased to a 
level that might warrant reconsideration of the no-action relief. 

As with all no-action letters, the Division retains the authority to condition further, modify, suspend, 
terminate, or otherwise restrict the terms of the no-action relief provided herein, in its discretion. Finally, 
the Division wishes to emphasize that the no-action position set forth herein is intended to provide 
immediate, interim relief to IPE and its members, pending any adoption of rules or guidelines by the 
Commission regarding the use and placement in the United States of automated trading systems or 
AORSs that provide access to the products of foreign boards of trade. Thus, this letter will cease to be 
effective in the event that the Commission or its staff adopts generally applicable rules or general 
guidelines regarding the issues addressed herein, and IPE will be subject to those rules or guidelines in 
that event. 

If you have any questions regarding this correspondence, please contact me or Jocelyn Barone at (202) 
418-5450. 

Very truly yours, 


John C. Lawton 
Acting Director 
JBB/jb 

cc; Daniel A. Driscoll, Vice-Presidenl-Compliance 
National Futures Association 
Henry J. Malecki, T&M, Chicago 
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For purposes of ihe No- Action Request and the relief provided herein, references to the members of 
IPE shall include "affiliates" of such members to the extent that such affiliates are granted access by the 
member to ETS. An "affiliate" of an IPE member shall mean any person that: (i) owns 50% or more of 
the member; (ii) is owned 50% or more by the member; or (iii) is owned 50% or more by a third person 
that also owns 50% or more of the member. IPE represents that, to the extent an IPE member permits an 
affiliate to use ETS, such affiliate will be required to comply with all IPE Regulations and the IPE 
member will remain responsible to IPE for ensuring its affiliate’s compliance with such regulations. For 
purposes of the No-Action Request and the relief provided herein, the term "IPE Regulations" shall 
include IPE's Memorandum and Articles of Association, Regulations, Floor and ETS Trading Procedures, 
and any circulars, notices, or similar instructions issued by IPE. 

^ For purposes of the relief provided herein, the term "United States" shall include the United States, its 
territories and possessions. 

For purposes of the No-Action Request and the relief provided herein, the term "proprietary account" 
shall have the meaning set forth in Rule 13(y). 17 C.F.R. § 1.3(y) (1999). 

^ Rule 30.10 permits a person affected by any of the requirements contained in Part 30 of the 
Commission’s mies to petition the Commission for an exemption from such requirements. 17 C.F.R. § 
30.10 (1999). Appendix A to the Part 30 rules provides an interpretative statement that clarifies that a 
foreign regulator or self-regulatory organization ("SRO") can petition the Commission under Rule 34.10 
for an order to permit firms that are members of the SRO and subject to regulation by the foreign 
regulator to conduct business from locations outside of the United States for United States persons on 
non-United States boards of trade without registering under the Commodity Exchange Act, based upon 
the person's substituted compliance with a foreign regulatory structure found comparable to that 
administered by the Commission under the Act. Interpretative Statement with Respect to the 
Commission’s Exemptive Authority Under § 30.10 of its Rules, 17 C.F.R. pt. 30, Appendix A (1999). 

For purposes of the No-Action Request and the relief provided herein, the term "United States 
customers" shall have the same meaning as the term "foreign fumres or foreign options customers" as it is 
defined in Rule 30.1(c). 17 C.F.R. § 30.1(c) (1999). 

^ In its No-Action Request, IPE defines the term "AORS" to mean "any system of computers, software 
or other devices that allows entry of orders through another party for transmission to a board of trade's 
computer or other automated device where, without substantial human intervention, trade matching or 
execution takes place." 

*^7U.S.C §§let seq. (1994). 

^ Access to Automated Boards of Trade, 64 Fed. Reg. 14159 (proposed March 24, 1999), withdrawn, 
June 2, 1999. 

Order of the CFTC Withdrawing Proposed Rules Regarding Access to Automated Boards of Trade, 
Release No. 4274-99 (June 2, 1999). 

References to the Financial Services and Markets Bill in this letter refer to the draft Financial 
Services and Markets Bill that was published by Her Majesty's Treasury ("HMT") for public comment on 
July 30, 1998 and submitted to an all-party committee of Parliament on June 17, 1999. The committee 
has returned the draft to HMT for further revision and later submission to the full Parliament. The 
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Financial Services and Markets Bill will give effect to the proposals to reform the financial services 
regulatory structure in the United Kingdom that were announced in May 1997. 

As stated below, the no-action relief provided herein is contingent upon the accuracy of the 
representations made by IPE in support of the No-Action Request. Any materially different, changed, or 
omitted facts or circumstances may render the no-action relief void or cause the Division, in its 
discretion, to condition further, modify, suspend, terminate, or otherwise restrict the relief. 

Specifically, IPE offers Natural Gas (NBP) Daily futures contracts, Natural Gas (NBP) Monthly 
futures contracts, and Natural Gas (NBP) Balance-of-the-Month futures contracts. 

Llil gjg Workstations and other aspects of the ETS architecture are discussed in Section III. 

IPE has received other regulatory approval for or a statement of no-objection to the placement of ETS 
Workstations in Austria, Belgium, Finland, Germany, Greece, the Netherlands, Norway, Portugal, Spain, 
Sweden, and Switzerland.. IPE anticipates imminent approval from Denmark and France. No jurisdiction 
has denied a request by IPE for an approval or a statement of no objection of this kind. 

IPE represents that its marketing efforts are directed towards institutions. IPE does not intend to 
solicit individual Exchange users. 

USJ jp£ Regulations permit Floor Members and Local Floor Members to lease their trading seats. 
However, IPE represents that a lessee is required to comply with all of the membership requirements 
applicable to the lessor member. 

^ As discussed in Section IV, all IPE members that intend to conduct investment business in the United 
Kingdom must be authorized to conduct investment business in the United Kingdom or be eligible for an 
exemption from the authorization requirement. IPE members that intend to conduct investment business 
from an overseas location similarly must be authorized or otherwise licensed or permitted by the 
appropriate regulatory body in their home country to conduct investment business on the Exchange from 
that location. 

For information purposes only, the Division has indicated the United States dollar equivalent of any 
sum of United Kingdom pounds referenced herein, based upon the exchange rate of November 1 , 1999 
(£I = SI. 64). The Division notes, however, that the financial resource requirements for IPE membership 
are not limited in any way to the United States dollar equivalents that have been provided in this letter. 

As discussed in Section IV, the SFA is an SRO charged with the oversight of futures and options 
market intermediaries. The SFA has delegated its monitoring respomibiiities to the Financial Services 
Authority ("FSA"), the regulatory body that is responsible for regulating the conduct of investment 
business in the United Kingdom. 

^ United Kingdom law requires IPE to have adequate arrangements for the clearing and settlement of 
contracts executed on the Exchange. IPE achieves this through its contractual arrangement with LCH. 

IPE requires that all trade.s made by IPE members through its trading facilities be cleared. 
Accordingly, all members mu.st have a guaranteed route to clearing. A Non-Clearing Member may be a 
party to only one clearing arrangement. 
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IPE has agreed to fix the financial obligations of its Clearing Members at the same level as the 
financial resources requirements that LCH imposes upon such members. 

Before an IPE member can trade contracts on ETS, the address at which its ETS Workstation will be 
installed must be approved, in writing, by the Exchange's Membership and Rules Committees and the 
member must be a party to an agreement in a form prescribed by the Directors for the supply or license 
by the Exchange of the ETS Workstation to the member at the approved address. Members are prohibited 
from moving or installing an ETS Workstation to a new address, absent the prior written consent of the 
Membership and Rules Committees. 

ETS Traders must submit all orders in the name of the IPE member for whom they trade and must 
trade, at all limes, in the name of and on behalf of that member. The IPE member is responsible for ail 
orders and other instructions entered and all trades made by its ETS Traders or on ETS from an ETS 
Workstation located at the member's premises or any other premises agreed upon by the Exchange. All 
trades made on IPE by a member’s ETS Traders or through an ETS Workstation to which the member has 
access are binding upon the member, regardless of whether the trade was authorized by the member or is 
permitted by IPE Regulations. The IPE member may also be held accountable for the behavior of its ETS 
Traders in executing such trades. 

IPE restricts the number of ETS Traders that may have access to ETS at any one point in time. 

L2^ The training program and competency examination are administered by IPE. 

] 33 ^. 'phg Trading Host assigns each ETS Trader at least one ITM. An ETS Trader may not trade contracts 
on a particular market and acquire data about such contracts (except publicly available information) 
unless the IPE member for whom he is trading is privileged to trade in that market. For example, an ETS 
Trader may not trade any contract in a jurisdiction in which the contract has not been approved for 
trading in that jurisdiction. When an ETS Trader obtains access to the Trading Host, the Trading Host 
uses the ITM to identify the trader and block him from accessing contracts that he may not trade. 
Accordingly, ETS Traders located in the United States would not be able to access products from ETS 
terminals located in the United States that are not authorized pursuant to the no-action relief provided 
herein. 

Although IPE currently does not permit customers to access ETS via an AORS, it intends to do so in 
the future. IPE represents that, in that event, Exchange members that provide, use, or accept orders from 
an AORS for the purpose of submitting orders to ETS would be required to comply with certain order 
validation and recording requirements as well as IPE Regulations. For example, IPE members would be 
required to maintain control over order-routed business to ensure that all orders are properly vetted and to 
ensure that adequate checks are performed before orders are submitted to the Trading Host. 

The role of IPE Supervisors is discussed in greater detail in Section IV. 

ETS represents that cross trade orders will be executed in a manner similar to the way in which they 
are executed on Globex, although the designated time during which the market must be shown both the 
buy and sell side of the order and during which either side may be traded is shorter on ETS than it is on 
Globex. 

Although contracts executed on ETS are matched automatically, IPE members must assign specific 
trades to a house or customer account for position-keeping purposes or allocate the trade to another 
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member. Trades that have not been assigned or allocated are allocated automatically to the member's 
default accounts during the overnight clearing process and may be resolved on the next trading day. 

When such trades are resolved, the CPS position-keeping accounts are updated to reflect the corrections. 

^ IPE permits ETS Traders to record order details in written or electronic form, but requires them to 
maintain a physical original of the details. 

^ IPE members are required to have a time-stamping machine or an approved electronic order recorder 
capable of performing a similar time-stamping function at all locations where orders are received. 

The United Kingdom was one of eight jurisdictions that participated in Working Party 7 of IOSCO 
("Working Party") whose mandate included, among other things, the identification of issues related to 
screen-based trading systems for derivative products. In considering the special concerns for screen-based 
trading systems, the Working Party identified and addressed the following issues: transparency, order 
execution algorithms, operational issues, security and system vulnerability, access, financial integrity, 
disclosure, and the role of system providers. The Working Party considered these issues and articulated 
for each a broad principle to assist regulatory authorities in overseeing screen-based trading systems. The 
IOSCO Principles were adopted by IOSCO on November 15, 1990 and set out in broad terms the 
international consensus as to the regulatory considerations to be addressed in reviewing mechanisms for 
cross-border screen-based trading. The Commission adopted the IOSCO Principles as a statement of 
regulatory policy for the oversight of screen-based trading systems for derivative products on November 
21, 1990. Policy Statement Concerning the Oversight of Screen-Based Trading Systems, 55 Fed. Reg. 
48670 (Nov. 21, 1990). The Securities and Investments Board ("SIB"), the predecessor to the FSA, 
endorsed the IOSCO Principles in April 1991. Endorsement of JOSCO's Principles for the Oversight 

of Screen-Based Trading Systems for Derivative Products, Guidance Release 2/91 (April 1991). 

Violations of the FS Act are criminal offenses. 

[361 -phe failure to comply with the FSA Principles could give rise to disciplinary action. 


On April 5, 1991, the Commission issued a supplemental order confirming the continued validity of 
such previous orders following the merger of the AFBD and the TSA into the SEA. On March 7, 1997, 
the Commission issued an additional order to the SFA clarifying the procedures set forth in its prior 
orders regarding United Kingdom exchanges and their members. 

[381 Designated Investment Exchanges ("DIEs") are those non-United States exchanges that have been 
identified by the SIB to the Commission in connection with the CFTC's grant of exemptive relief 
pursuant to Rule 30.10. As an RIE, IPE is included in (he SIB's (now the FSA’s) list of DIEs. 

^ Among the issues considered by the Commission in determining whether to grant Rule 30.10 relief to 
a foreign regulatory authority or SRO are the authority's: (i) requirements relating to the registration, 
authorization, or other form of licensing, fitness review, or qualification of persons through whom 
customer orders are solicited and accepted; (ii) minimum financial requirements for those persons that 
accept customer funds; (iii) minimum sales practice standards, including risk disclosures, and the risk of 
transactions undertaken outside of the United States; (iv) procedures for auditing compliance with the 
requirements of the regulatory program, including recordkeeping and reporting requirements; 

(v) standards for the protection of cu.stomer funds from misapplication; and (vi) arrangements for the 
sharing of information with the United States. Interpretative Statement with Respect to the Commission’s 
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Exemptive Authority Under §30.10 of its Rules, 17 C.F.R. pt. 30, Appendix A (1999). 

As stated below, the Division notes that nothing in the no-action relief provided herein abrogates or 
otherwise alters the obligations of FCMs or Rule 30.10 Firms under the CEA, Commission rules, or 
relevant Part 30 orders. 

Under the FS Act, the status of an RIE is similar in some respects to that of an SRO. That is, it is 
recognized by the FSA, is subject to statutory requirements, and is responsible for regulating the activities 
of its members. However, the function of RlEs and SROs differ in that RIEs are responsible for ensuring 
that their markets function fairly and efficiently, while SROs are responsible for authorizing firms to 
conduct investment business. 

The FS Act defines investment activities to include, among other things, dealing, arranging deals, 
managing, giving investment advice, and establishing or operating a collective investment scheme in or 
in relation to a range of investments, including securities, options, and futures. 

The FS Act prohibits individuals and entities from carrying on "investment business" in the United 
Kingdom unless they are either "authorized" to do so or are eligible for an exemption from the 
authorization requirement. Authorization may be obtained from the FSA directly or by, membership in an 
SRO or, in certain instances, a professional body recognized by the FSA under the FS Act. The FS Act 
imposes criminal sanctions upon persons who violate this requirement. While agreements made by or 
through persons who have not been authorized to conduct investment business as required may be 
enforced by customers, they are not enforceable on the part of the unauthorized person. 

^-^The FS Act permits an RIE to delegate these functions to a Recognized Clearing House ("RCH"). IPE 
has delegated them to LCH. 

^ An RIE’s obligation to cooperate with other regulatory bodies is not limited to cooperation with 
regulatory authorities in the United Kingdom. The SIB’s Guidance Release entitled "Standards for 
regulation of RIEs" specifically provides, among other things, that an RIE should cooperate with the 
appropriate regulators (including overseas regulators and authorities), market authorities, and other 
relevant bodies. 

Dealings by a person who does not carry on investment business from a permanent place of business 
in the United Kingdom ("Overseas Person") with a person who has been authorized to conduct 
investment business in the United Kingdom or who has been exempted from that requirement are among 
the "excluded activities" that are not regarded as "investment business in the United Kingdom" under the 
FS Act. Accordingly, an Overseas Person is able to deal with a regulated firm in the United Kingdom 
without being required to be licensed in the United Kingdom. IPE members dealing on IPE through ETS 
from outside of the United Kingdom ("Remote IPE Members") can take advantage of this exclusion and, 
therefore, do not need to be licensed under the FS Act. 

IPE represents that there are no Remote IPE Members that trade on IPE at the present time, although a 
small number of such firms belong to a sub-category of TAMS that have no trading or clearing rights. 

IPE represents that it will not allow foreign entities to transact business directly on IPE unless, among 
other things, it is satisfied that: (i) IPE Regulations are being enforced; (ii) IPE and the FSA have good 
working relationships with the regulator that is responsible for authorizing and supervising the member; 
(iii) tlie relevant foreign regulator is willing and able to cooperate with IPE and the FSA through the 
exchange of regulatory information; (iv) the member can perform its desired roles with respect to IPE 


httr»'//u7uni; rftr ffr»'\;/tTr>/lf>ttorc/QQlpttt»rc/tTr>QQ_^Q Kti 


rm <nnnQ 



659 


CFTC Letter 99-69 


Page 22 of 23 


business without the necessity of a United Kingdom presence; and (v) the member’s ETS Traders will be 
available during and after the trading session in London to assist in, among other things, resolving 
disputes about trades. In any event, as noted, IPE members transacting business with United States 
customers are required to be registered as FCMs or operating pursuant to Rule 30.10 orders or other 
applicable exemptive relief whether such members are based within the United Kingdom or outside of the 
United Kingdom. 

BZl Pursuant to the Financial Services and Markets Bill, as currently drafted, the FSA will acquire the 
powers of the SROs once the relevant portions of the bill become effective. This is expected to occur 
sometime in the year 2000. Pending implementation of the bill, the Board of each SRO continues to be 
legally responsible for the regulation of its members (e.g., the SFA will continue to be responsible for the 
regulation of futures and options intermediaries). However, the SRO Boards have delegated some of their 
functions to the FSA, including the function of monitoring regulated firms. Accordingly, the FSA is now 
operationally responsible for monitoring compliance with SFA rules. 

Only those persons who have worked extensively in the industry or who have passed an examination 
of an equivalent standard may be exempt from the examination requirement. 

^ As noted above, the FSA now monitors compliance with these rules. 

£501 ipE’s minimum financial resource requirements are in addition to those that may be imposed by the 
member's SRO. 

All good faith actions taken by RIEs or RCHs under their respective default rules (e.g., closing out 
positions) are protected from the normal workings of United Kingdom insolvency law. That is, while an 
RIE’s or RCH's action in the event of a default may be challenged by a liquidator or insolvency official, 
the RLE or RCH generally will be granted immunity if the action was taken in good faith. 

^ For example, IPE Supervisors are authorized to conduct spot checks to verify the authenticity of 
orders and trades, to scrutinize each order submitted for execution on the Exchange (from its initial 
placement by a member through its assignment to a counterparty), and to request written evidence of 
details relating to a transaction or order from an IPE member. 

IPE notes that its members are obligated to immediately notify IPE of any actual infringement of IPE 
Regulations or of any actual financial or commercial difficulty on their part or any member or person 
subject to IPE Regulations. 

The Division notes that the FSA has confirmed that these information-sharing arrangements would 
extend to information requested by the CFTC in connection with the no-action relief provided herein. 
Letter from Matthew Elderfield, Head of Department, Exchanges and Clearing Houses, The Financial 
Services Authority, to I. Michael Grcenbergcr, Director, Division of Trading and Markets, Commodity 
Futures Trading Commission {July 23, 1999). The Division also notes that the IPE is a signatory to a 
companion MoU to the Boca Declaration that provides for the sharing of information between market 
authorities upon the occurrence of certain triggering events. 

[55J Qjr^^f of the CFTC Withdrawing Proposed Rules Regarding Access to Automated Boards of Trade, 
Release No. 4274-99 (June 2, 1999). 

The Division notes that the foregoing is not intended to be an exhaustive list of the factors relevant to 


httn’//www rftr. trnv/tm/lf'ttprc/QQIpffpre/tmQP-fiQ htm 


f^n ‘c/onoo 



660 


CFTC Letter 99-69 


Page 23 of 23 


its decision to grant the no-action relief requested by IPE nor of the factors that the Division might 
consider when analyzing no-action requests from other exchanges. No-action requests, by their nature, 
require case-by-case evaluation and the Division's conclusion regarding any particular no-action request 
will be based upon the facts and circumstances presented at the time of its review of that request. 

See CFTC Interpretative Letter No. 88-15, Comm. Put. L. Rep. (CCH) ‘]124,296 (Aug. 10, 1988). 

See CFTC Interpretative Letter No. 87-7, Comm, Fut, L. Rep. (CCH) 123,972 (Nov. 17, 1987). 

As stated above, "members" includes those persons identified in footnote I for purpose of this no- 
action letter and the conditions imposed upon the relief provided herein. 

For purposes of these conditions, "communications" is defined to include any summons, complaint, 
order, subpoena, request for information, or notice or any other written or electronic documentation or 
correspondence issued on behalf of the Commission. 

The Division notes that "material" changes in the information provided to it in support of this No- 
Action Request would include; without limitation, a modification of IPE’s membership criteria; the 
location of IPE's management, personnel, or operations (particularly changes that may suggest an 
increased nexus between IPE's activities and the United Slates); the basic structure, nature, or operation 
of ETS; or the regulatory or self-regulatory structure applicable to IPE, ETS, or IPE or ETS participants 
(e.g., the passage of the Financial Services and Markets Bill into law and the implementation of relevant 
regulations, advisories, or directives promulgated thereunder). 

The Division notes that the language of this condition incorporates the language contained in the 
Division's letter to the FSA clarifying the conditions imposed upon similar relief that the Division granted 
to LIFFE Administration and Management by letter dated July 23, 1999. Letter from John C. Lawton, 
Acting Director, Division of Trading and Markets, Commodity Futures Trading Commission, to Gay 
Wisbey, Director, Markets and Exchanges Division, The Financial Services Authority (Sept. 30, 1999) 
("Sept. 30 Letter"). 

The Division notes that it will request the information referenced in this provision, in the first 
instance, from the FSA and that this condition will be satisfied if the FSA provides the Commission with 
all information requested. See Sept. 30 Letter. 

[641 Division notes that it will request the information referenced in this provision, in the first 
instance, from the FSA and that this condition will be satisfied if the FSA provides the Commission with 
all information requested. See Sept. 30 Letter. 


Updated March 29, 2006 
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[Federal Register: November 2, 2006 (Volume 71, Number 212)] 

[Rules and Regulations] 

[Page 64443-64451] 

From the Federal Register Online via GPO Access [wais.access.gpo.gov] 
[DOCID;fr02no06-31 


COrMODITY FUTURES TRADING COMMISSION 
17 CFR Part 140 


Boards of Trade Located Outside of the United States and No- 
Action Relief From the Requirement To Become a Designated Contract 
Market or Derivatives Transaction Execution Facility 

AGENCY: Commodity Futures Trading Commission. 

ACTION; Policy statement. 


SUMMARY: The Commodity Futures Trading Commission is issuing a 
Statement of Policy that affirms the use of the no-action process to 
permit foreign boards of trade to provide direct access to their 
electronic trading systems to U.S. members or authorized participants, 
and provides additional guidance and procedural enhancements . \1\ 


\1\ Commission Rule 140.12, 17 CFR Sec. 140.12 Disposition of 
business by seriatim Commission consideration. 


DATES: Effective Date: November 2, 2006. 

FOR FURTHER INFORMATION CONTACT: Robert Rosenfeld, Deputy Director, 
Office of International Affairs, 202-418-5423, rr osenf eldOcf tc . go v; 
Julian Hammar, Counsel, Office of the General Counsel, 202-418-5118, 
ihammarQcftc . oov : or Duane Andresen, Special Counsel, Division of 

Market Oversight, 202-418-5492, dandresenOcftc ■ gov , Commodity Futures 
Trading Commission, Three Lafayette Centre, 1155 21st Street, NW., 
Washington, DC 20581. 

SUPPLEMENTARY INFORMATION: 

Background 

Since 1996, staff of the Commodity Futures Trading Commission (CPTC 
or Commission) has issued no-action letters \2\ to foreign boards of 
trade stating, subject to compliance with certain conditions, that it 
will not recommend that the Commission take enforcement action if the 
foreign board of trade provides its members or participants in the 
United States access to its electronic trading system without seeking 
designation under the Commodity Exchange Act (CEA or Act) as a contract 
market (DCM) or registration as a derivatives transaction execution 
facility (DTEF).\3\ In 1998 the Commission imposed a moratorium on the 
issuance of such no-action letters pending the development of rules 
governing access to automated foreign boards of trade. \4\ During this 
period, the Commission received extensive comment on the proposed 
rulemaking, as well as advice from the Commission's Global Markets 
Advisory Committee and a Public Round Table. Because of the general 
lack of consensus on many of the fundamental issues surrounding access 
to foreign boards of trade, the Commission withdrew the proposed rules 
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in an. order that also directed the staff: 


\2\ See Corrar.ission Rule 140.99. 17 CFR 140.99 (2006), which 
defines the tern "no-action letter" as a written statement issued 
by the staff of a Division of the Commission or of the Office of the 
General Counsel that it will not recommend enforcement action to the 
Commission for failure to comply with a specific provision of the 
Act or of a Commission rule, regulation or order if a proposed 
transaction is completed or a proposed activity is conducted by the 
bene f iciary . 

\3\ These letters, hereinafter referred to generally as "no- 
action letters" are published on the Commission’s Web site at: 
ht tp : / /wviA"/ . cf tc . go v/dea /deaf oreignterininaltable.htm. 

Reference to DTEFs in the no-action letters was added following the establishment 
of that category by the Commodity Futures Modernization Act of 2000. 

Although the letters refer to the placement of "terminals," 
the continued use of that term does not accurately reflect advances 
in technology, such as open network systems accessible through the 
Internet . 

\4\ 63 FR 39779 (July 24, 1998) (Concept Release); 64 FR 14159 
(March 24, 1999) (Proposed Rules) . Under the terxtvs of a letter dated 
June 3, 1998 to Eurex Deutschland, the Division of Trading and 
Markets modified the terms of the original 1996 no-action letter to 
the effect that Eurex members who were not already operating U.S.- 
based Eurex Terminals generally were prevented from placing Eurex 
terminals in the U.S. absent written authorization from the 
Division, pending adoption of Commission rules regarding electronic 
access to foreign exchanges. 

To begin immediately processing no-action requests from foreign 
boards of trade seeking to place trading terminals in the United 
States, and to issue responses where appropriate, pursuant to the 
general guidelines included in the Eurex (DTB) no-action process, or 
other guidelines established by the Commission, to be reviewed and 
applied as appropriate on a case-by-case basis. \5\ 


\5\ Commission Order dated June 2, 1999, 64 FR 32829, 32S30 
(June 18, 1999) . The Eurex-DTB no-action process referred to by the 
Commission in its 1999 Order lifting the moratorium was set forth in 
a letter dated February 29, 1996 from Andrea Corcoran, Director, 

Division of Trading and Markets to Lawrence Hunt, Jr., pp. 12-13 
(the DTB no-action letter). CFTC Letter 96-26, indexed at 

http: //WWW. cftc.gov/opa/summaries/opanal96.htm; [1994-1995 Transfer Binder] 
Comm. Fut. L. Rep. (CCH) ) 26,669 at 43,795-43,802 (February 29, 

1995) . On June 18, 1998, the DTB changed its name to Eurex 
Deutschland, a step coward a planned merger with the Swiss Options 
and Financial Futures Exchange. See 63 FR 39779, 39781 (July 24, 

1998) at £n. 12 . 


[ [Page 64444] ] 


Following the lifting of the moratorium in 1999, the relevant 
Cominission operating division has issued seventeen additional no-action 
letters. \6\ The Commission generally has not observed regulatory 
problems or financial harm to participants who are accessing the 
foreign boards of trade pursuant to the staff no-action relief letters. 
Moreover, the no~action process has been resilient throughout a period 
of increasing global competition, technological advances, changing 
ownership structures and evolving business models. 
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\6\ The Commission's Division of Market Oversight ^successor to 
the market supervisory responsibilities previously performed by the 
Division of Trading and Markets) is responsible for issuance of the 
direct access no-action letters . 


In 2006, ICE Futures, a U.K. registered investment exchange that 
provides direct access to its U.S. members pursuant to a CFTC staff 
foreign terminal no-action letter, notified the Commission that it 
would list a contract on West Texas Intermediate light sweet crude oil 
whose settlement price would be linked to contracts traded on the New 
York Mercantile Exchange (NYMEX) . ICE’S notification prompted the 
Commission's Division of Market Oversight (DM0) to advise ICE Futures 
that the -Commission will be evaluating the use of the no-action 
process in light of significant issues raised by the factual 
circumstances underlying the subject notice.” \7\ Among other things, 
the trading of such contracts made ripe the re-examination of certain 
dormant issues respecting the Commission's statutory obligations to 
maintain the integrity of U.S. markets and to protect U.S. customers, 
particularly the Commission's market surveillance obligations. 
Accordingly, on May 3, 2006, the Commission directed its staff to 
initiate a formal process to define what constitutes a "board of 
trade, exchange, or market located outside the United States, its 
territories or possessions" as that phrase is used in section 4(a) of 
the CEA and in furtherance of that process scheduled a public 
hearing. \8\ The Commission also issued a related Request for Public 
Comment . \ 9\ 


\7\ See letter dated January 31. 2006 from Richard A. Shilts, 
Director, Division of Market Oversight to Mark Woodward, Regulation 
arid Compliance Policy Manager, ICE Futures, 
h ttp : // WW W, c f tc .gov/ f ile s/de a / c f t clet terto ice fut ures .pdf ■ 

\8\ See Sunshine Act Meeting Notice, 71 FR 30665 (May 30, 2006)? 
corrected at 71 FR 32059 (June 2, 2006). The hearing was conducted 
on June 27, 2006, at the Commission's headquarters in Washington, 

DC. 

\9\ See 71 FR 34070 (June 13, 2006) . The Commission requested 
comment on the issues related to developing an objective standard 
establishing a threshold that, if crossed by a foreign board of 
trade that permits direct access, would indicate that the board of 
trade is no longer outside the United States and, accordingly, may 
be required to become registered under the CEA. 


Hearing and Request for Comment 

Participants at the Commission's Hearing and comments submitted in 
response to the Request for Comment (all collectively the 
"commenters" ) , MON were generally supportive of the no-action 
process, praising the process in general for its flexibility, \ 11\ Many 
commenters suggested that the Commission should retain in large measure 
the essential contours of the no-action process. \12\ 


M0\ A transcript of the Commission's Hearing on what 
constitutes a board of trade located outside the United States under 
the Commodity Exchange Act section 4(a) (June 27, 2006), ("Hearing 
Tr . ” ) as well as all comment letters ("CL"), are located in 
comment file 06-002 to 17 FR 34070 (June 13, 2006). 
http ; / /WWW . cf tc . gov/ foia /comment 06/ foiO 6 “002_1 .htm, 

\11\ For comments supporting the no-action letter process 
generally, see, e.g., Comments of Nicholas Weinreb, Euronext, 

Hearing Tr. at 45 ("The no-action letter regime has been an 
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extraordinarily- successful ons.*); comments of Benn Steil, Director 
of International Economics, Council of Foreign Relations, in his 
personal capacity, Hearing Tr . at 49 ("I think it is exceptionally 
important to acknowledge just how successful the Commission's no- 
action regime has been * * * “ ) : For favorable hearing participant 
coiniTients on the flexibility of the no-action letter process, see, 
e.g.. Comments of John Foyle, Euronext Liffe, Hearing Tr. at 46; 
Comments of Richard Berliand, JP Morgan Securities, Hearing Tr . at 
61; Comments of Nicholas Weinreb, Euronext, Hearing Tr. at 174. 

\12\ See, e.g. , CL 2 (New York Board of Trade) at 3; CL 3 
(Council of Foreign Relations) at 2; CL 6 (ICE Futures Exchange) at 
9-10; CL 7 (Minneapolis Grain Exchange) at 2; CL 8 (Bundesanstalt 
£[uumljr Finanzdienstleitungsauf sicht) at 3; CL 16 (World Federation 
of Exchanges) at 1; CL 19 (Tokyo stoc)c Exchange) at 2; CL 22 
(Federation of European Securities Exchanges) at 4; CL 23 (Eurex 
Deutschland) at 11; CL 24 (Euronext Liffe) at 5; CL 25 (Chicago 
Board of Trade) at 1; CL 28 (Futures Industry Association) at 9; and 
CL 45 (Committee of European Securities Regulators) at 1. 


Commenters warned against any mechanistic approaches to determining 
whether an otherwise foreign organized exchange that permits direct 
electronic access by its U.S. members or participants is not located 
“outside" the United States for purposes of section 4(a) of the CEA, 
particularly questioned the use of volume as a proxy for U.S. presence 
(noting that its fluctuations could result in regulatory uncertainty) , 
and stressed the need to avoid rigid or “bright line" tests. \13\ Some 
commenters favored a totality of circumstances approach to 
location, \14\ while others urged the Commission to look to indicators 
of physical location, such as the main location of an exchange's 
infrastructure, its employees and headquarters . \15\ 


\13\ See, e.g., CL 2 (New York Board of Trade) at 2-3; CL 6 (ICE 
Futures Exchange) at 6-7; CL 9 (Chicago Mercantile Exchange) at 6; 

CL 23 (Eurex Deutschland) at 7; CL 25 (Chicago Board of Trade) at 9- 

10. 

\14\ See, e.g., CL 22 (Federation of European Securities 
Exchanges) at 3. 

\15\ See, e.g., CL 6 (ICE Futures) at 2; CL 9 (Chicago 
Mercantile Exchange) at 6. 


Market users stressed the need to maintain high levels of customer 
and market protections, particularly where a product might impact 
pricing in U.S. markets . \16N Many U.S. exchanges requested that Che 
Commission give greater attention to competitive issues, particularly 
when there is direct competition between a U.S. exchange and a foreign 
exchange’s products. U.S. exchanges in particular stressed the need for 
“regulatory parity." S17\ Some commenters warned against taking 
actions that inadvertently could result in policies chat may inhibit 
the ability of U.S. exchanges and firms to operate globally. \18\ Others 
stressed the need to provide regulatory certainty generally with 
respect to the applicability of the no-action process and to clarify 
the treatment of interm.ediated electronic access. \19\ 


\16\ See, e.g., CL 5 (New England Fuel Institute) at 2; CL 27 
(Industrial Energy Consumers of America) at 1. 

\17\ See, e.g., CL 7 (Minneapolis Grain Exchange) at 1; CL 25 
(Chicago Board of Trade) at 5-6; and CL 43 (New York Mercantile 
Exchange) at 10. 

\18\ See, e.g., CL 2 (New York Board of Trade) at 3. 

\19\ See, e.g., CL 28 (Futures Industry Association) at 8. 
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Need for the Policy Statement 

As made clear at the Hearing and by the written comments, the 
intensity of concerns with respect to the no-action process has been 
exacerbated by the global competitive environment. In particular, these 
concerns have called into question; (1) The Commission’s authority for 
the no-action process in light of Section 4(a) 's exclusion from the 
contract market designation requirement for foreign boards of trade, 

(2) the continued appropriateness of the no-action process generally, 

(3) whether objective threshold standards should be developed that 
would indicate that a board of trade is no longer located outside the 
United States for purposes of section 4(a) of the CEA, (4) whether 
enhancements to the no-action process may be necessary, particularly 
where trading may implicate domestic futures and cash markets, and (5) 
how the no-action process relates to perceived competitive issues. 

[ [Page 64445] 1 

Continued ambiguity with respect to these fundamental issues could 
result in an unacceptable degree of uncertainty that may hinder access 
by U.S. users to global products and markets, inhibit continued 
innovation in technology and products, and undermine the ability of 
U.S. markets and intermediaries to structure their business to compete 
globally. Accordingly, the Commission is issuing this Statement of 
Policy in order to provide greater regulatory certainty and 
transparency to issues surrounding access to foreign boards of trade. 

Statement of Policy Regarding the Processing of No-Action Requests by 
Foreign Boards of Trade to Provide Direct Electronic Access to Their 
U.S. Members or Authorized Participants 

Since 1996, foreign boards of trade planning to permit members or 
other participants located in the United states to enter trades 
directly into that foreign board of trade’s trade matching system 
("direct access") \20\ have sought staff no-action letters. 


\20\ For purposes of this Statement of Policy, the term "direct 
access" refers to the explicit grant of authority by a foreign 
board of trade to an identified member or other participant of that 
board of trade to enter trades directly into the board of trade's 
trade matching system. 

In contrast, the staff no-action letters generally have defined 
the term "automated order routing systems" (AORS) as meaning any 
system of computers, software or other devices that allows entry of 
orders through another party (an intermediary) who has been granted 
direct access for transmission to the trading system where, without 
substantial human intervention, trade matching or execution takes 
place . 

The Commission does not view the transmission of intermediated 
orders via AORSs for execution on a foreign board of trade to be 
"direct access" to that board of trade for purposes of the no- 
action process. 

In this regard, the Cortmission endorses the view that mere 
intermediated electronic access by AORS does not create a presence 
in the U.S., such that a firm exempted from registration as a 
futures commission merchant (FCM) pursuant to Commission Regulation 
30.10, which is prohibited from establishing a U.S. presence, would 
be required to register as an FCM. See, e.g., CFTC Staff Letter No. 
05-16 [Current Transfer Binder] Comm. Fut. L. Rep. (CCH) 3 30,127 
(Aug. 26, 2005) ("For example, Rule 30.10 Firms continue to be 
prohibited from maintaining a presence in the United States. Thus, 
Rule 30.10 Firms cannot provide direct access to LIPFE CONNECT[reg] 
in the United States (although they would be permitted to accept 
orders overseas from customers located in the United States that 
submit such orders by telephone or through an AORS located in the 
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United States").) (Err.phasis added.) 

This position is consistent with the Commission's historical 
policy of addressing customer protection concerns with regard to the 
offer or sale of foreign futures to U.S. customers primarily through 
regulation of the intermediary. In this regard, nothing in the 
Statement of Policy is intended to alter current Commission rules 
that require that any person engaging in the offer or sale of a 
foreign futures contract or foreign futures option transaction for 
or on behalf of a U.S. customer must be a registered futures 
commission merchant or operating pursuant to a Rule 30.10 Order. 


This Statement of Policy provides guidance for processing requests 
for no-action relief. The Coimnission intends that this Statement of 
Policy will ensure the consistent treatment of requests and the 
application of an appropriate degree of review, while maintaining the 
ability to respond to the individual factual circumstances raised by 
particular requests. 

The Commission's Statement of Policy takes into account the 
Commission’s desire to facilitate access to markets and products, 
foster innovation and competition and eliminate unnecessary regulatory 
burdens, while maintaining customer and market protections mandated by 
the CEA. The adoption by the Commission of such a flexible and 
adaptable policy is consistent with Congressional findings that 
accompanied the enactment of the Commodity Futures Modernization Act of 
2000 {CFMA).\21\ 


\21\ Section 126(a) of the CFMA, Appendix E of Pub. L. No. 106- 
554, 114 Stat. 2763 (2000), provides: 

"SEC. 126. INTERNATIONAL ACTIVITIES OF THE COMMODITY FUTURES 
TRADING COMMISSION. 

(а) FINDINGS. --The Congress finds that-- 

(1) derivatives markets serving United States industry are 
increasingly global in scope; 

(2) developments in data processing and communications 
technologies enable users of risk management services to analyze and 
compare those services on a worldwide basis; 

(3) financial services regulatory policy must be flexible to 
account for rapidly changing derivatives industry business 
practices ; 

(4) regulatory impediments to the operation of global business 
interests can compromise the competitiveness of United States 
businesses ; 

(5) events that disrupt financial markets and economies are 
often global in scope, require rapid regulatory response, and 
coordinated regulatory effort across international jurisdictions; 

(б) through its membership in the International Organization of 
Securities Cominissions , the Commodity Futures Trading Commission has 
promcted beneficial communication among market regulators and 
international regulatory cooperation; and 

(7) the Commodity Futures Trading CoTranission and other United 
States financial regulators and self-regulatory organizations should 
continue to foster productive and cooperative working relationships 
with their counterparts in foreign jurisdictions," 


I. The Commission’s Authority for the No-Action Process 

A. Relevant Statutory Considerations: The Commodity Exchange Act 
Circumscribes the Commission’s Authority Over Foreign Boards of Trade 

Section 4(a) of the CEA provides that a futures contract may be 
traded lawfully in the U.S. only if, among other things, it is traded 
on or subject to the rules of a board of trade that has been designated 
as a contract market or registered as a DTEF.\22\ Section 4(a) excludes 


httD://www.cftc.eov/foia/fedree06/foi061102a.htm 


6/7/2008 



667 


Commodity Futures Trading Commission 17 CFR Part 140 Boards of Trade Located Outs... Page 7 of 20 


from the designation requirement contracts made on or subject to the 
rules of a board of trade, exchange, or market located outside the 
United States, its territories or possessions." \23\ 


\22\ Section 4(a) of the CEA provides in part: 

"Unless exempted by the Commission pursuant to subsection (c) 
of this section, it shall be unlawful for any person to offer to 
enter into, to enter into, to execute, to confirm the execution of, 
or to conduct any office or business anywhere in the United States, 
its territories or possessions, for the purpose of soliciting or 
accepting any order for, or otherwise dealing in, any transaction 
in, or in connection with, a contract for the purchase or sale of a 
commodity for future delivery (other than a contract which is made 
on or subject to the rules of a board of trade, exchange, or market 
located outside the United States, its territories or possessions) 
(emphasis added)’ 

unless-- 

“(1) such transaction is conducted on or subject to the rules 
of a board of trade which has been designated or registered by the 
Commission as a contract market or derivatives transaction execution 
facility * * * . " 

1 U.S.C. 6(b) (2000) . 

\23\ In the absence of no-action relief, a board of trade, 
exchange or market that permits direct access by U.S. persons might 
be subject to Commission action for violation of, among other 
provisions, section 4 (a) of the CEA, if it were not found to qualify 
for the exclusion from the DCM designation or IDTEF registration 
requirement . 


Section 4(b) of the CEA, which authorizes the Commission to adopt 
rules governing the offer and sale of foreign futures and options 
contracts, explicitly prohibits the Commission from adopting rules 
pursuant to that section that: (1) Require Commission approval of any 
contract, rule, regulation, or action of any foreign board of trade, 
exchange, or market, or clearinghouse for such board of trade, 
exchange, or market, or (2) govern in any way any rule or contract term 
or action of any foreign board of trade, exchange, or market, or 
clearinghouse for such board of trade, exchange, or market. \24\ 


\24\ Section 4(b) of the CEA provides: 

"The Commission may adopt rules and regulations proscribing 
fraud and requiring minimum financial standards, the disclosure of 
risk, the filing of reports, the keeping of books and records, the 
safeguarding of customers' funds, and registration with the 
Commission by any person located in the United States, its 
territories or possessions, who engages in the offer or sale of any 
contract of sale of a commodity for future delivery that is made or 
to be made on or subject to Che rules of a board of trade, exchange, 
or market located outside the United States, its territories or 
possessions. Such rules and regulations may impose different 
requirements for such persons depending upon the particular foreign 
board of trade, exchange, or market involved. No rule or regulation 
may be adopted by the Commission under this subsection that (1) 
requires Commission approval of any contract, rule, regulation, or 
action of any foreign board of trade, exchange, or market, or 
clearinghouse for such board of trade, exchange, or market, or (2) 
governs in any way any rule or contract term or action of any 
foreign board of trade, exchange, or market, or clearinghouse for 
such board of trade, exchange, or market." 

7 U.S.C. 6(b) (2000) . 
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[ [Page 644461 ] 

B. Section 4 (a! 's Exclusion From Contract Market Designation Applies 
Only With Respect to ’’Bona Fide" Boards of Trade 

The Cominission interprets the section 4(a) parenthetical exclusion 
from contract market designation for foreign boards of trade to apply 
only with respect to "bona fide" boards of trade. The term "bona 
fide" in this context refers to boards of trade that, among other 
things, possess the attributes of established, organized exchanges, 
adhere to appropriate rules prohibiting abusive trading practices, have 
been authorized by a regulatory process that exaunines customer and 
market protections and are subject to continued oversight by a 
regulator that has power to intervene in the market and share 
information with the Commission. In reaching this conclusion, the 
ComiTiission relies on legislative history found in the Report of the 
Senate Committee on Agriculture, Nutrition, and Forestry, \25\ which 
discusses the addition of section 4{b) to the CEA. Specifically, the 
Report notes that; 


\25\ S. Rep. 97-384, 97th Cong. 2d Sess. 46 (1982). 

In addition, the rules and regulations developed under this 
provision [section 4(b)] are not intended to place J:he. .solicitation 
or acceptance of orders in the United States for bona fide foreig n 
futures contracts at a comparative disadvantage with similar 
solicitation or acceptance of orde^ for domestic futures contract s 
For example, rules which require the segregation of all or part of 
customers' funds in the United States would not be consistent with 
the intent of this provision when there is adequate evidence that 
such funds have been transferred to a bona fide market, 
clearinghouse, or market principal and are adequately safeguarded 


for the protection of U.S. residents, [emphasis added] 

The Commission’s conclusion in this regard is harmonious with previous 
Commission interpretations of "bona fide" exchange . \26\ 


\26\ See 63 FR 39779, 337S8 (July 24, 1998). See also Compl. 
Count I, CFTC V. Topworth Infl, Ltd., (No. 94-1256) (C.D. Cal.) 
(Feb. 2, 1994) . 


A coromenter had questioned the appropriateness of applying a "bona 
fide" limitation on the application of section 4(a). \27\ However, in 
light of the legislative history quoted above, which the Commission 
previously has interpreted as limiting the exclusion from Section 4 (a) 
to bona fide foreign boards of trade, we believe that the 
interpretation we adopt today is an appropriate and reasonable exercise 
of the Commission's powers to interpret and apply its governing 
statute, particularly when it implicates domestic conduct and possible 
effects on domestic persons and markets that the Commission is charged 
with protecting. 


\27\ CL 9 (Chicago Mercantile Exchange) at 5. 


II. The Appropriateness of the No-Action Process 

A. The Commission Endorses the No-Action Process 

The Commission endorses the continued use of the no-action process 
as an appropriate and flexible mechanism that should be used 
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prospectively to facilitate direct access Co the electronic trading 
system of a foreign board of trade by its U.S. members or authorized 
participants . \ 2 8 \ 


\28\ We believe the no-action process to be an appropriate 
exercise of discretion committed to Commission staff, subject to 
appropriate Commission oversight. See Board of Trade of the City of 
Chicago v. SEC, 883 F.2d 525, 530 (7th Cir. 1989); 17 CFR 140.99. In 
this connection, the Commission is directing staff to continue to 
circulate through the Secretariat for the Commission’s review on an 
"absent objection" basis, prior to issuance, all staff foreign 
board of trade no-action letters. 


The no-action process is appropriate because it gives staff the 
flexibility to address the factual circiiinstances presented in the 
future, and to apply a consistent approach to reviewing applications 
for no-action relief in light of innovations in electronic trading and 
technology, evolving regulatory standards, and specific customer 
protection and market integrity concerns. This approach is consistent 
with the CFMA's goal of adopting a flexible regulatory policy that can 
account for rapidly changing derivatives industry business practices, a 
theme that also was voiced at the Commission's hearing and in the 
written comments. Among other things. Congress found in the CFMA that 
“financial services regulatory policy must be flexible to account for 
rapidly changing derivatives industry business practices." CFMA 
Section 126(a)(3). Moreover, Section 126(b) of the CFMA expresses the 
sense of Congress that the Commission coordinate with foreign 
regulatory authorities to encourage "the facilitation of cross-border 
transactions through the removal or lessening of any unnecessary legal 
or practical obstacles." 

B. The Commission Endorses the Scope of Review of the No-Action Process 

The scope of review that was established by Commission staff in the 
DTB no-action letter and refined in subsequent no-action letters \29\ 
focuses on establishing the "bona fide" status of the foreign board 
of trade and finding that no public interest would be adversely 
affected by persons in the U.S. directly accessing the foreign board of 
trade. \30\ 


\29\ Letter dated February 29, 1996 from Andrea Corcoran, 

Director, Division of Trading and Markets, to Lawrence Hunt, Jr., 
pp . 12-13 (the DTB no-action letter). CFTC Letter 96-28, indexed at 
http : / / WWW . cf tc . gov/opa/suinmaries/opanal96 . htm; 

[1994-1995 Transfer Binder] Comm. Put. L. Rep. (CCH) ] 26,669 at 43,795-43,802 (February 
29 , 1996) . 

\30\ In the 1996 DTB no-action letter staff concluded that the 
"the mere presence of terminals in the United States would not 
cause the Commission to deem any bona fide foreign exchange for 
which products are listed through that system to be a domestic 
exchange, that is, a board of trade designated as a contract market 
by the Commission pursuant to section 5 of the Act." (emphasis 
added) 

In order to conclude that the DTB was a "bona fide" foreign 
board of trade, and therefore appropriately subject to the 
parenthetical exclusion for foreign boards of trade in section 4 (a) 
of the CEA, staff generally examined the DTB's rules and the overall 
regulatory environment. The text of the DTB letter makes clear that 
staff recognized the prohibitions set out in section 4(b) of the 
CEA, but noted that "the relationship or interface between DTB's 
computer terminals and persons located in the United States may 
raise regulatory concerns Chat are unrelated to the internal 
operations of the DTB or Its computer terminals in the United 
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States." Accordingly, the review set forth in the DTB letter also 
focused narrowly on the domestic implications for U.S. persons using 
the DTB direct access terminals (i.e., the system integrity and 
clearing review) . 


In general, staff reviews information and representations provided 
by the applicant that relate to, among other things, the rules and 
structure of the applicant exchange (with an emphasis on the exchange's 
financial integrity, mar)<et surveillance, trade practice and rule 
enforcement regime), various system integrity protections that govern 
the foreign board of trade's electronic trading system {using as a 
template the 1990 Principles for the Oversight of Screen-Based Trading 
Systems} , \31\ the system's related clearing and customer default 
protections, and information concerning the regulatory structure in the 
applicant's jurisdiction, with a specific emphasis on market 
regulation . \ 32 \ The staff also reviews the 

( [Page 64447 ] } 

adequacy of information sharing with the Commission by the market and 
its regulator. Based upon its review of the documents and 
representations submitted by the applicant, and subject to compliance 
with various conditions (e.g., representations governing access to 
books and records and the appointment of a U.S. agent for service of 
process) , staff might conclude that granting no-action relief would not 
be contrary to the public interest. 


\31\ The 1990 IOSCO Principles for the Oversight of Screen-Based 
Trading Systems (Screen-Based Principles) were developed by IOSCO 
Working Party 7 on futures, which was chaired by the CFTC. The IOSCO 
Screen-Based Principles set out in broad terms the international 
consensus as to the regulatory considerations to be addressed in 
reviewing mechanisms for screen-based trading. The Commission 
adopted the IOSCO Screen-Based Principles as a statement of 
Commission policy. See 55 FR 48670 (November 21, 1990). In adopting 
the IOSCO Screen-Based Principles, Che Commission made clear Chat 
they establish general policy goals that will guide the Commission 
in resolving issues arising from screen-based trading systems, but 
would not mandate a particular substantive response. 

\32\ The Commission previously summarized Che scope of the 
staff's foreign board of trade (FBOT) inquiry as follows: 

"Currently, Commission staff generally examines the following 
when reviewing an FBOT's request for terminal placement no-action 
relief: General information about the FBOT, as well as detailed 
information about: (i) membership criteria (including financial 
requirements): (ii) various aspects of the automated trading system 
(including the order -matching system, the audit trail, response 
time, reliability, security, and, of particular importance, 
adherence to the IOSCO principles for screen-based trading); (iii) 
settlement and clearing (including financial requirements and 
default procedures); (iv) Che regulatory regime governing the FBOT 
in its home jurisdiction; (v) the FBOT’s status in its home 
jurisdiction and its rules and enforcement thereof (including market 
surveillance and trade practice surveillance); and (vi) extant 
information-sharing agreements among the Commission, the FBOT, and 
the FBOT's regulatory authority. When issued, the terminal placement 
no-action letters conclude with a standard set of terms and 
conditions for the granting of Che relief which include, among other 
things, a quarterly volume reporting requirement." 

See 71 FR 34070, 34071 {June 13, 2006). 


Essentially, as it has evolved, the staff review seeks to determine 
Chat the applicant foreign board of trade is subject to governmental 


Page 10 of 20 


httD://www.cftc.eov/foia/fedre206/foi061 102a.htm 


1^/7/9008 



671 


Commodity Futures Trading Commission 17 CFR Part 140 Boards of Trade Located O... Page 11 of 20 


authorization, appropriate rules prohibiting abusive trading practices, 
and continuing oversight by a regulator that has powers to intervene in 
the market and share information with tbe Commission. This review 
generally reflects the internationally accepted approaches used by many 
developed market jurisdictions to govern access to foreign electronic 
exchanges. These approaches generally are based upon a review of, and 
ongoing reliance upon, the foreign market's "home* regulatory regime, 
and are designed to maintain regulatory protections while avoiding the 
imposition of duplicative regulation. \33\ 


\33\ See, e.g.. United Kingdom Financial Services Authority, 

Financial Services Handbook, Recognised Overseas Investment 
Exchanges (ROIE) and Recognised Overseas Clearing Houses (ROCH), 

Section 6. (In comparison with full authorisation as a domestic 
exchange, ROIE status "reduces the involvement which UK authorities 
need to have in the day-to-day affairs of an overseas recognised 
body because they are able to rely substantially on the supervisory 
and regulatory arrangements in the country where the applicant's 
head office is situated." See FSA Handbook, REC 6.1.2 
ht tp,: / /f sahandbopk ..inf o/FSA/htinl/handbppk/R.EC/,6/1 . 

); Australian Securities and Investments Commission (ASIC) Policy Statement 177.8 describing 

alternative licensing for overseas markets {'the alternative 

licensing route in s795B{2) for overseas markets is intended to 

facilitate competition and avoid regulatory duplication while 

maintaining investor protection and market integrity."); Ontario 

Securities Commission Staff Notice 21-702: Regulatory Approach for 

Foreign-Based Stock Exchanges (exemption from recognition under 

section 147 of the Securities Act (Ontario) ; Autorite des marches 

financiers (Quebec) : Policy Statement Respecting Che Authorization 

of Foreign-Based Exchanges; the German Bundesanstalt fCuumlJr 

Finanzdienstleistungsaufsicht (BAFIN) authorizes the placement of 

terminals in Germany under Sections 37i et seq. of the German 

Securities Trading Act. 


The Commission finds that the staff review appropriately addresses 
the Commission's concern that relief will only be granted with respect 
to bona fide foreign boards of trade. \34\ The Commission also finds 
that the staff's review of foreign board of trade representations and 
the related information submitted with respect to system integrity, 
clearing procedures and default protections is appropriately focused 
and respects the prohibitions of section 4(b). Finally, the various 
terms and conditions that have been imposed in the no-action letters 
have been reasonably and appropriately tailored to the factual 
circumstances raised by the applications for no-action relief. 


\34\ See Section I supra. 


Accordingly, the Commission endorses the general scope of review 
that was established in the DTB no-action letter, and as it has evolved 
in subsequent staff letters. The Commission also reconfirms its prior 
endorsement of the use of the IOSCO Screen-Based Trading Principles as 
a general template to guide its inquiry into the foreign .board of 
trade's electronic trading system. The Commission notes that in 2000 
IOSCO reaffirmed the continuing appropriateness of the Screen-Based 
Trading Principles, concluding that they retained their relevancy 
despite the evolution and increasing sophistication of electronic 
systems ten years after their adoption, and that they constitute an 
internationally accepted framework for the oversight of screen-based 
derivatives trading systems . \35\ 


\35\ Principles for the Oversight of Screen-Based Trading 
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Systems for Derivative Products--Review and Addition, IOSCO 
Technical Committee (2000) at p. 5, section III, Part 1. 

Cpj,//www ._Lgs,co . org / library/ index , c Em?secti ou=pubdocsfe vear~2 00 0 . 

In this "Review and Addition," IOSCO adopted four additional principles 
that encouraged regulatory authorities to develop cooperative 
arrangements to address risks that arise from cross-border 
derivatives markets, to share relevant information in an efficient 
and timely manner, to maintain a transparent framework for 
regulatory cooperation, and to take into account a jurisdiction's 
application of the IOSCO Objectives and Principles of Securities 
Regulation. 


In this connection, staff's discretionary, selective reference to 
broad regulatory objectives, such as those contained in the CEA's Core 
Principles and in internationally-accepted standards , \36 \ deemed by 
staff in its discretion to be reflective of a bona fide regulatory 
regime, \37\ is an appropriate, non-prescriptive means to structure its 
review for the purposes of determining the bona fide status of a 
foreign board of trade. This observation is not intended to suggest 
that the review should require substituted compliance with CEA market 
designation or registration requirements, apply any prescriptive 
approach, \38\ or otherwise be expanded into a quasi-designation 
process . \ 3 9 \ 


\36\ See, e.g., Objectives and Principles of Securities 
Regulation, International Organization of Securities Commissions 
(IOSCO}; and the Tokyo Coinmuniqu [eacute] on Supervision of Commodity 
Futures Markets (1997), Annex B; Guidance on Components of Market 
Surveillance and Information Sharing. Annex B of the Tokyo 
Cominuniqu[eacute] establishes a non-prescriptive framework for 
undertaking market surveillance, the types of information to which 
market authorities should have access and collect, the appropriate 
analysis of information, the type of powers and capacity to 
investigate market abuse, the appropriate powers to intervene in the 
market to address abusive practices or disorderly conditions, the 
need for powers to impose disciplinary sanctions against members of 
the market as well as non-members, and the components of effective 
information sharing. 

\37\ See, e.g., CEA Core Principle 4, section 5(b) of the CEA, 
for designated contract markets, which requires the monitoring of 
trading to prevent manipulation, price distortion, and disruption of 
the delivery or cash settlement process. Principle 28 of the IOSCO 
Objectives and Principles of Securities Regulation states that 
"regulation should be designed to detect and deter manipulation and 
other unfair trading practices.* 

\38\ In adopting the 1990 IOSCO Screen-Based Principles, the 
Commission made clear that "they establish general policy goals 
that will guide the Commission in resolving issues arising from 
screen-based trading systems, but do not mandate a particular 
substantive response." 55 FR 48671, 49672 (November 21, 1990). 

\39\ See generally, footnote 30. 


C. The Commission Intends To Preserve the Flexibility and Adaptability 
of the No-Action Process 

The Commission's endor.sement of the no-action process's overall 
approach and scope of review is not intended to limit the staff’s 
ability to adapt or modify its review as it deems necessary to 
determine the bona fide status of a foreign board of trade, or to 
address any particular U.S. customer protection or market integrity 
concerns, as identified in Section 3(b) of the CEA, that might be 
raised by a request for no-action relief. The Commission understands 
that staff potentially may need to adapt its analysis, as well as the 
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scope and depth of its inquiry, to address changing factual 
circumstances and any specific regulatory concerns. \40\ 


\40\ See, e.g. , CL 25 ( Chicago Board of Trade) at 1: 'We do 
believe that the analysis preceding the issuance of no-action 
letters must constantly be re-evaluated and updated to reflect 
changes and developments in today's dynamic marketplace." 


f [Page 64448] ] 

Similarly, there should be broad discretion under the no-action 
process to determine, based on the totality of factors, that the 
foreign exchange and the applicable regulatory regime meet relevant 
regulatory objectives, notwithstanding that a particular aspect of the 
foreign jurisdiction's approach is not identical to that of the 
Commission's regulatory program . \ 41\ In this regard, the Commission 
recognizes that in an international context, common regulatory 
objectives can be attained through different regulatory means. \42\ The 
mere fact that a foreign jurisdiction has determined to achieve a 
regulatory objective in a manner that is different than the 
Commission's approach often is the result of varied business histories, 
experiences and legislative choices. The determinative factor in the 
review should be an affirmative conclusion that the regulatory 
structure in question addresses the particular regulatory objective 
deemed to be most relevant. \43\ 


\41\ Compare Appendix A, Part 30 Interpretative Statement with 
Respect to the Commission's Exemptive Authority under Sec. 30.10 of 
Its Rules, 17 CPR Part 30, Appendix A: "In this connection, the 
Commission would have broad discretion to determine that the 
policies of any program element generally are met, notwithstanding 
the fact that the offshore program does not contain an element 
identical to that of the Commission's regulatory program and 
conversely may assess how particular elements are in fact applied by 
offshore authorities." 

\42\ See IOSCO Principles and Objectives of Securities 
Regulation at 3: "There is often no single correct approach to a 
regulatory issue. Legislation and regulatory structures vary between 
jurisdictions and reflect local market conditions and historical 
development . " 

\43\ This can be confirmed through the applicant's submission of 
representations and relevant statutes, rules and statements of 
policy, regulatory and self -regulatory oversight reports, 
confirmations of good standing by the oversight regulator, and 
informal staff discussions with relevant officials of the exchange 
and its oversight regulator. The Commission understands the term 
"regulatory structure" broadly to include the regulations and 
policies of the exchange, its regulator or another self-regulatory 
organization, as well as relevant laws and regulations. 


III. Whether Objective Threshold Standards Should Be Developed That 
Would Indicate That a Board of Trade Is No Longer Located Outside the 
United States for Purposes of Section 4(A) of the CEA Such That the 
Commission Should Require DOM Designation or DTEF Registration 

In its release issued in advance of the June 2006 public hearing, 
the Commission requested comment on, among other things, what level of 
presence by a foreign board of trade would be a reasonable threshold 
for determining whether to require DCM/DTEF registration and in 
particular whether volume should be a determinative factor. \44\ The 
Commission also requested comment on whether it would be appropriate 
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for the Commission to exercise jurisdiction over foreign boards of 
trade that permit direct access when they list contracts with 
underlying products that are integral to the U.S. economy . \45\ 


\44\ 71 FR 34073 (June 13, 2006). 
\4S\ Id. 


A. The Commission Is Not Developing Objective Standards Establishing a 
Threshold Test of U.S. Location 

As noted above in the summary of comments and hearing discussions, 
most commenters rejected any wholesale, mechanistic adoption of 
threshold indicators of U.S. location. A theme voiced by many 
comiTienters was that the Commission should not attempt to formalize any 
objective "bright line" test of U.S. location, particularly during a 
period of rapid changes in the technology of direct access and rrtarket 
communication, as well as in global business structures and 
relationships . \46\ Among the reasons noted by U.S. industry commenters 
in particular for not adopting objective standards establishing a 
threshold test of U.S. location at this time were: the difficulty of 
developing threshold criteria that would not be viewed as 
arbitrary, \47\ the difficulty of determining primary location in a 
period of rapid structural change in the futures industry, \48\ the 
possible inhibition of structural and technological innovation, \49\ and 
the danger that an overly-inclusive criterion could result in 
duplicative regulation \50\ as well as a protectionist response in 
other jurisdictions that might inhibit the ability of the U.S. futures 
industry to compete effectively on a global basis. \51\ 


\46\ See, e.g., CL 3 (comments of Ben Steil, Director of 
International Economics, Council on Foreign Relations) at 2. 

\47\ See CL 2 (New York Board of Trade) at 2; and CL 28 (Futures 
Industry Association) at 11. 

\48\ See CL 25 (Chicago Board of Trade) at 9: "* * *■ with 
cross-border joint ventures and mergers between boards of trade both 
existing and proposed, it is likely to become more and more 
difficult to determine the primary location of an exchange." 

\49\ Sea CL 2 (New York Board of Trade) at 2: "Similarly, we do 
not believe that defining "location" on the basis of management, 
ownership arrangements or the location of offices and technology of 
an exchange is instructive, as they are likely to change over time 
and certain functions, such as clearing and technology services, 
lend themselves to outsourcing,” See also CL 9 (Chicago Mercantile 
Exchange) at 7: "For example, a U.S. exchange serving EU customers 
is likely to maintain an EU sales office and sales representatives, 
an EU technical office or outsourced technical services to install 
and service networks, routers and terminals, banking connections, 
delivery facilities and data centers and/or communication hubs. In 
Che near future, if distributed computing makes trade matching more 
effective, some part of the .matching operations may occur in the EU. 
It is noc difficult co imagine the adverse consequences if each of 
Che jurisdictions in which these operations take place were to 
assert its right to regulate." 

\50\ See CL 9 (Chicago Mercantile Exchange, Inc.) at 7. 

\51\ See CL 2 (New York Board of Trade) at 2: "such an approach 
runs the risk of creating barriers to U.S. exchanges as they attempt 
to expand business abroad;" CL 7 (Minneapolis Grain Exchange) at 2; 
CL 2 5 (Chicago Board of Trade) at 7; CL 9 (Chicago Mercantile 
Exchange, Inc.) at 6; CL 28 (Futures Industry Association) at 11; CL 
43 (New York Mercantile Exchange) at 0; and NC 4 (Chicago Mercantile 
Exchange Holdings Inc) at 2. 
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For the reasons noted above, the Conanission has decided not to 
adopt any objective standards establishing a threshold test of U.S. 
location. Commission staff will continue to assess the legitimacy of 
any particular applicant to seek relief as a "foreign* board of trade 
by considering the totality of factors presented by an applicant. This 
flexible, case-by-case approach will permit staff, during a period of 
evolving market structure, to consider the unique combination of 
factual indicators of U.S. presence that may be presented by an 
applicant for relief. \52\ 


\52\ See CL 43 {New York Mercantile Exchange) at 6. 

"Accordingly, while the Commission may want to reserve for the 
future the possibility to revisit this area, we believe by far the 
best approach at this point in time would be to provide guidance to 
Commission staff in the continuation of the ongoing staff no-action 
letter process." 


B. Volume Is Not a Determinative Indicator of U.S. Location 

The relevancy of U . S-originating volume as a means to determine 
whether a foreign-organized electronic exchange is "located* in the 
United States for purposes of CEA section 4(a) has been a long- 
standing, unresolved issue since the issuance of the DTB no-action 
letter. \53\ 


\53\ The Commission had noted in its 1996 Concept Release that 
" by conditioning its letter on the DTB providing the Division 
[staff] with quarterly updates of DTB's U.S. -originating trading 
volume, the Division intended to leave open the possibility that at 
some point DTB's activities in the U.S. might rise to a level that 
would necessitate greater Commission regulation." See 63 FR 39779, 
39781 (July 24, 1998) . 











Notwithstanding the intuitive appeal of using volume as a proxy for 
U.S. presence, neither the Commission nor the futures industry in its 
extended consideration of this issue during the Commission's 1998-1999 
rulema)ting on access to automated boards of trade could reach consensus 
on the specific manner in which volume could be usefully applied to 
determine when a foreign board of trade's U.S. presence required 
contract market designation. \54\ 


\.54\ See 64 FR at 14170. 


Comments submitted in response to the Connnission's recent Request 
for Comment, as well as statements made at the related public hearing, 
reiterated the 

[ [Page 64449] ] 

various problems associated with the use of volume, such as the 
regulatory uncertainty that would result from using a constantly 
fluctuating variable such as volume, the arbitrary nature of any fixed 
percentage, the difficulties in accurately measuring D.S. -based volume, 
and the possible inhibiting effect on exchanges' global activities . \55\ 
Significantly, all of the U.S. futures exchanges agreed, as did foreign 
exchanges, that volume was not a stable indicator of U.S. presence for 
the purpose of requiring DCM designation or DTEF registration. \56\ 


\55\ As noted at the Coirmission ' s Hearing, it is inevitable that 
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as exchanges consolidaCe, they will list contracts that are of great 
economic interest in other jurisdictions and attract enomous 
participation from other jurisdictions. See Hearing Tr. at lOQ (Ben 
Steil). If significant volume denoted grounds for exchange 
licensing, then such an exchange potentially would be subject to 
duplicative and burdensome regulation. 

\56\ See CL 2 (New York Board of Trade) at 2; CL 7 {Minneapolis 
Grain Exchange) at 1; CL 9 (Chicago Mercantile Exchange) at 6; CL 25 
(Chicago Board of Trade) at 9-10; CL 43 (New York Mercantile 
Exchange) at 7. See also CL 21 (Tokyo Financial exchange) at 1; CL 
22 (Federation of European Securities Exchanges) at 3; and CL 23 
(Eurex Deutschland) at 7-8 for representative foreign exchange 

comment. Letter available at: http://www.cftc.gov/dea/deaforeignterminaltable.htin. 


Accordingly, the Commission agrees that volume is not determinative 
of U.S. location. This conclusion does not mean, however, that volume 
statistics should no longer be required from boards of trade operating 
under a staff no-action letter, as the submission of volume data may 
serve other regulatory interests. The Conanission expects that any data 
collection requirement would be tailored carefully to provide 
meaningful information. 

C. Nature of the Underlying Contract Is Not Determinative of 
Designation 

Some cominenters have suggested that the Commission should require 
foreign boards of trade that list contracts based on a U. S .• produced or 
economically important commodity to obtain contract market designation 
rather than be permitted to operate under a staff no-action letter. \57\ 
In effect, such proposals would make the application of the 
parenthetical exclusion from designation in CEA section 4(a) for boards 
of trade located outside the U.S. dependent upon the nature of the 
commodity underlying a particular futures contract. 


\57\ See CL 25 (Chicago Board of Trade) at 10-11; The statement 
of Policy should exclude U,S. Government Securities. See also letter 
dated January 27, 2006 from the NYMEX to Reuben Jeffery III: *The 
core regulatory policy question is, of course, whether the WTI crude 
oil futures contract is a foreign contract or whether it is a U.S. 
futures contract requiring ICE Futures to become a U.S. designated 
contract market. * * * NYMEX believes that the new WTI futures 
contract is a U.S. product * * * drilled and produced in the US." 


However, the nature of the underlying commodity is not probative of 
the "location" of a board of trade for purposes of CEA section 4(a) . 
Such an approach would lead to the anomalous result of a board of trade 
being characterized as "foreign" for some contracts, but considered a 
“U . S . -based" exchange for a single contract and therefore required to 
seek contract market designation. In addition, several U.S. contract 
markets list futures contracts on commodities that are produced or 
delivered in foreign jurisdictions. Were the Commission to endorse 
using such criteria to require designation, such a policy could be 
cited by foreign jurisdict£op*^s ,^rationa^ to subject U.S. markets- 
to regulation. \58\ ' ' 


a rationale to sub 3 ect U.S. markets 


4 - 

Ia/T) 


\58\ See generally CL 2 (New York Board of Trade). 


IV. Enhancements to the No-Action Process 

Notwithstanding its endorsement of the no-action process, the 
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Cortiinission has identified additional enhancements that are intended to 
ensure the availability of necessary information, and to ensure that 
staff will carefully consider proposals for trading contracts that 
potentially could have an adverse effect on the ability of the 
Commission to carry out its regulatory responsibilities. 

A. The Trading of Contracts That May Adversely Affect the Commission's 
Regulatory Responsibilities Should Be Addressed 

Should staff become aware that the trading of products listed on a 
foreign board of trade that has been granted no-action relief: 

• Affects adversely the pricing of contracts traded on 

any registered entity as defined in Section la(29) of the CEA, or of 
contracts traded on any cash market for commodities subject to the 
CEA; 

• Creates unacceptable systemic risks or disruptions in 
those markets or the U.S. financial system, including capital 
markets; or 

• Facilitates abusive trading practices on U.S. markets 

or otherwise interferes with the ability of the Commission to carry 
out its regulatory responsibilities, in particular market 
surveillance, 

staff may exercise its discretion and consider a full range of 
responses, such as imposing conditions and requiring enhanced 
information sharing arrangements and surveillance procedures (see 
below), or other appropriate action. In this regard, the Commission 
retains plenary authority to address manipulative or abusive trading 
practices that affect U.S. futures and cash markets and market 
users, \59\ and will use that authority when necessary and appropriate. 


\59\ See, e.g., CEA Section 9(a)(2), 7 U.S.C. 13(a)(2) and CEA 
section 8a(5), 7 U.S.C. a2a{5>. 


B. Enhanced Information Sharing Procedures Should Be Adopted 

In a global market environment, where conduct Chat cakes place on 
markets located outside the United States may have an impact on U.S. 
futures and cash marVcets, as well as the members and users of Chose 
markets, the Commission needs to cooperate closely with foreign market 
authorities in order to ensure that the Coinmission can carry out its 
regulatory responsibilities. The Commission therefore endorses the 
existing practice of requiring information sharing assurances as a 
condition to issuance of a no-action letter and continued activities 
pursuant to the granted relief. However, in light of the Commission's 
experiences in this area, as well as the development of internationally 
accepted information sharing arrangements and standards, the following 
enhancements are appropriate. 

1. Exchange and Its Regulator Should Have Power, Authority and 
Willingness To Share Needed Information 

In negotiating information sharing arrangements, staff should 
confirm that the market and its regulator have the power to obtain the 
specific types of information that may be needed by the Commission, as 
well as the authority to share that information with the Commission on 
an "as needed" basis. Moreover, staff should obtain evidence of the 
market's and regulator's willingness to share information (e.g., 
through explicit undertakings) . In this regard, staff should note 
whether the applicant's regulator has signed the IOSCO Multilateral 
Memorandum of Understanding (MMOU) , which requires as a condition to 
executing the MMOU a demonstration of power, authority and willingness 
to share information. If the applicant's regulator is not a signatory 
of the IOSCO MMOU, staff should ascertain whether any prohibitions to 
information sharing exist. 
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2 . Applicants for No-Action Relief Should Sign the Exchange 
International MOU 

When exchange member firms and market participants trade on 
multiple global exchanges, no one regulator or market authority will 
have all of the information necessary to evaluate the risks to its 
markets. The Exchange 

[ [Page 64450] ] 

International Information Sharing Memorandum of Understanding and 
Agreement (Exchange International MOU) \60\ and the Declaration on 
Cooperation and Supervision of International Futures Exchanges and 
Clearing Organizations (Declaration) , \61\ a companion arrangement for 
regulators, were developed in 1996 as an international response to 
address such gaps in information. These arrangements facilitate the 
identification of large exposxjres by firms that could have a 
potentially adverse effect on multiple markets. 


\60\ The development of the Exchange International MOU was one 
of the achievements that resulted from the FIA sponsored Global Task 
Force on Financial Integrity, which was convened to address the 
cross-border issues that were identified in connection with the 
failure of Barings Plc. To date, fifty-six global derivatives 
exchanges have signed the MOU. 

\6i\ The Declaration was developed through discussions at the 
CFTC’s international regulators conference, and was motivated by 
work recoitmendations issued from the Windsor Conference and Tokyo 
Conference, which were convened by the CFTC, the U.K. FSA ard 
Japanese regulators (Ministry of International Trade and Industry 
(MITI) and the Ministry of Agriculture. Forestry and Fisheries 
(MAFF) ) to respond to the cross-border issues raised by the failure 
of Barings Plc. The Declaration was developed to address instances 
in which an exchange would not be able to share information directly 
with another exchange under the Exchange International MOU. Twenty- 
eight regulators have signed the Declaration. Copy available at: 
http : / /WWW . cftc .gov/oia/oiabocadec0398 .htm. 


Applicants ' for staff no-action relief should execute, or cominit to 
execute, the Exchange International MOO because it demonstrates a 
commitment to share information between exchanges that is needed to 
ensure the integrity of markets and to address systemic risks. In 
circumstances where a foreign board of trade is unable to share 
information directly with another exchange, its regulator should sign 
the Declaration (or commit to share such information pursuant to an 
existing MOU or other arrangement with the Commission) . 

3. Arrangements To Obtain and Share Information Required To Carry Out 
the Commission's Domestic Market Surveillance Responsibilities Should 
Be a Condition to No-Accion Relief 

When an applicant for, or recipient of, no-action relief trades or 
will trade contracts that staff in its discretion determines may affect 
the Commission's ability to carry out its surveillance responsibilities 
(e.g., an economically linked contract). Che foreign board of trade 
should be required to provide directly to the Commission and in a 
timely manner, appropriate trade and position data as deemed necessary 
by Commission staff. Alternative arrangements may be acceptable where 
local law or regulatory policies require the interposition of the 
market regulator, provided that such arrangements supply the Cojiunission 
on a timely basis with the market information that the Commission's 
staff determines is necessary to carry out the Commission's market 
surveillance responsibilities. 

C. The Continuing Good Standing of the Foreign Board of Trade Should Be 
Verified 
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Although the no-action letters require that the foreign board of 
trade submit to staff and keep updated on a quarterly basis certain 
material information, staff should develop a non-burdensome and 
efficient means to confirm the board of trade's continued "good 
standing" in its authorizing jurisdiction- This could take the form of 
an annual or biannual confirmation by the relevant oversight regulator 
of the foreign board of trade’s authorized status and the continuing 
validity of any relevant representations that had been made by the 
foreign board of trade in its initial application. 

V. The No-Action Process Is Not the Appropriate Means To Address 
Competitive Issues 

In their comments, U.S. futures exchanges essentially encouraged 
the Commission to review its regulations to consider the competitive 
impact of differences between its regulations and those of other 
jurisdictions . \62\ Some exchanges suggested that the Commission should 
address perceived regulatory disparities in connection with the no- 
action process, \63\ particularly where the exchanges trade similar 
products . \64\ 


\62\ See, e.g., {Chicago Mercantile Holdings, Inc.) Request to 
Appear at the Public Hearing at 2; CL 7 (Minneapolis Grain Exchange) 
at 1; CL 43 (New York Mercantile Exchange) at 2 , 10-12. 

\63\ See CL 25 (Chicago Board of Trade) at 1. 

\64\ See Hearing Tr . (NYMEX Chairman James Newsome) at 72, 82. 


The Commission does not believe that it should address competitive 
concerns within the context of any individual request for a staff no- 
action letter. Claims of competitive advantage or disadvantage are 
exceedingly difficult to prove. An exchange’s competitive status 
reflects an array of contributing factors, such as its overall rule 
structure, its governance and business policy determinations, its fee 
structure, type of contracts offered, the method of trading, the 
efficiency of its technology and clearing systems, as well as external 
factors such as statutory restrictions, tax structure and the overall 
legal system. seSN Rather, the appropriate focus of the no-action review 
should be on addressing the bona fide status of, and domestic 
regulatory concerns raised by, an applicant for a no-action letter. 


\65\ In a 1999 report, the Commission’s Division of Economic 
Analysis attributed changes in market activity since the 1980s to 
the continued marlcet maturation process, nonregulatory cost 
considerations and technological change rather than international 
regulatory differences. 

"In sum, neither trends in the locus of trading activity nor 
regulatory developments over the last five years suggest an erosion 
of U.S. futures markets’ global competitive position. However, to 
the extent that the movements toward electronic trading systems and 
exchange consolidation that were observed over the period of this 
study continue into the future, the competitive structure of global 
futures markets is likely to change significantly. The Commission is 
committed to continued regulatory flexibility in the face of these 
trends. However, it is likely that the potential cost savings 
generated by these trends, and not the nature of the differences 
among the regulatory systems of various nations, will be most 
important in shaping the composition and trading interest of the 
global futures industry in the twenty first century.* 

The Global Competitiveness of U.S. Futures Markets Revisited, 
the Commission's Division of Economic Analysis (November 1999), 
http:/ .''WWW,- o f tc . gov/ dea/compete/d eag lobal co mpe titiveness .htm . 
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The CFMA has materially improved the competitive status of the U.S. 
futures industry . \66\ Nonetheless, the Commission takes seriously the 
CFMA findings, among others, that “financial services regulatory 
policy must be flexible to account for rapidly changing derivatives 
industry business practices," and "regulatory impediments to the 
operation of global business interests can compromise the 
competitiveness of United States businesses.® \67\ The Commission will 
continue to address these policy goals through ongoing review of its 
regulatory program. 


\66\ See, e.g. CL 9 (Chicago Mercantile Exchange); ’CFMA 
greatly improved the competitive environment in the U.S. and 
eliminated many of the legitimate concerns of U.S. based futures 
exchanges . " 

\67\ CFMA Sections 126(a)(3), 126(a)(4). 


Conclusion 

The U.S. futures industry is undergoing a period of dynamic change, 
marked by technological innovation, consolidation, evolving business 
relationships, and increasing global competition. The Commission does 
not presume to be able to predict the course of ongoing industry 
evolution in these areas. 

The Commission’s appropriate role during such a period of rapid 
change is to construct policies that will foster achievement of the 
Act’s section 3 objectives of ensuring market and financial integrity, 
addressing systemic risks, and protecting market participants, but to 
do so in a flexible manner that avoids inadvertently inhibiting 
technological innovation or the ability of the U.S. futures industry 

[ (Page 64451] ] 

to compete effectively in a global environment. 

This Statement of Policy has been developed as a means for the 
Commission to respond flexibly to the challenges posed by the ongoing 
evolution in electronic access to global markets. The Commission will’ 
continue to monitor carefully, and review the Policy Statement as 
necessary in light of, the ongoing evolution of cross-border electronic 
direct access and intermediation in order to ensure that it does not 
adversely affect U.S. cash and futures markets, market participants and 
customers, as well as the consumers affected by those foreign market 
transactions . 

Issued in Washington, DC, on October 27, 2006 by the Commission. 
Eileen A. Donovan, 

Acting Secretary of the Commission. 

[FR Doc. ES-18513 Filed 11-1-06; 8:45 am] 

BILLING CODE 6351-01-P 
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Division of 
Market Oversight 


U.S. COMMODITY FUTURES TRADING COMMISSION 
Three Lafayette Centre 
1155 21st Street. NW, Washington, DC 20581 
Telephone: (202)418-5260 
Facsimile: (202)418-5527 
wivw.cffc.gov 


CFTC letter No. 07-06 
May 24, 2007 
No-Action 

Division of Market Oversight 


Michael M. Philipp, Esq. 

Winston & Strawn LLP 
35 W. Wacker Drive 
Chicago, IL 60601-9703 

Re: Request for No-Action Relief from Sections 5 and 5a of the Commodity 

Exchange Act, as amended, and the Regulations promulgated thereunder relating 
to contract markets and derivatives transaction execution facilities 

Dear Mr. Philipp: 

This is in response to your letter dated March 13, 2007 to the Division of Market 
Oversight (Division) of the Commodity Futures Trading Commission (CFTC or Commission).' 
By this correspondence, you request, on behalf of the Dubai iMercantile Exchange Limited 
(DME or Exchange), a company established in the Dubai International Financial Centre (DIFC)^ 
located in the UAE, that the Division issue a no-action letter confirming that it will not 
recommend enforcement action to the Commission against DME or its members^ or guaranteed 
customers'* if DME does not seek designation as a contract market (DCM) or registration as a 


‘ Letter from Michael M. Philipp, Esq., Winston & Strawn LLP, to Richard Shilts, Director, Division of Market 
Oversight, Commodity Futures Trading Commission (March 13, 2007). 

^ The DIFC is a Financial Free Zone, established in accordance with United Arab Emirates (UAE) Federal Law 
and by Dubai Law, 

For the purpose.^ of this letter and the relief provided herein, the term “member” shall include floor members, 
off-floor members and clearing members of the DME. Furthermore, references herein to members shall include the 
affiliates of such members, to the extent that such affiliates are granted direct access by members to DME Direct, 

An “affiliate” of a member means any person, as the term Is defined in Section I a(28) of the Act, that: (i) owns 
50% or more of a member (ii) is owned 50% or more by the member; or (iii) is owned 50% or more by a third 
person that also owns 50% or more of a member. DME represents that to the extent a member permits an affiliate to 
have direct access to DME Direct, such affiliate will be required to comply with all of DME’s Rules relating to 
trading on DME Direct and the DME member shall ultimately be responsible to DME for ensuring such compliance. 

For the purposes of this letter and the relief provided herein, the term "guaranteed customer" means a non- 
member of the DME who is permitted by a clearing member to have direct access to DME Direct in accordance with 
DME Rules and whose transactions on D.ME are financially guaranteed by the DME clearing member. You 
represent that guaranteed customers are subject to all relevant DME Rules and must agree, in writing, to be bound 
by DME Rules, Further, because retail customers are not permitted to trade on DME, no guaranteed customer may 
be a retail customer. 
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derivatives transaction execution facility (DTEF) pursuant to Sections 5 and 5a, respectively, of 
the Commodity Exchange Act (CEA or Act) or comply with any other section of the Act or 
Commission regulations relating specifically to DCMs or DTEFs in connection with the 
installation and direct access^ use of the DME’s electronic trading and order matching system 
known as DME DirecC in the United States’ by members, scat lessees^ and guaranteed 
customers. (No-action request). 

Specifically, DME wishes to make DME Direct available to; 

(1) DME members and guaranteed customers in the U.S. who wish to trade for their own 
accounts through direct access to DME Direct; 

(2) DME members and guaranteed customers who are registered with the Commission as futures 
commission merchants (FCMs) or who are exempt from such registration pursuant to 
Commission Regulation 30.10 (Rule 30.10 Firms)’ and who wish to submit orders from or on 
behalf of U.S. customers’*^ for transmission through direct access to DME Direct; 


^ For the purpose of this letter and the relief granted herein, the term "direct acces-s" refers to the explicit grant of 
authority by the DME to a member or a guaranteed customer to enter orders directly into DME Direct. 

^ DME Direct is the brand name of the electronic trading system employed by DME for accessing DME products 
traded through the NYMEX ClearPort®Trading Services (CPT). 

’ For purposes of this letter and the relief provided herein, the term “United States” shall include the U.S., its 
territories and possessions. 

® As defined in the DME Rulebook, a "seat lessee" is a person to whom a floor member has leased a seat. 
According to DME Rules, a seat lessee may trade either on the account of the floor member or on its own account 
held with a clearing member, but not on both, and may not accept or enter orders for a customer account. 

’ Rule 30, 10 permits a person affected by the requirements contained in Part 30 of the Commission's rules to 
petition the Commission for an exemption from such requirements. Appendix A to the Part 30 rules provides an 
interpretative statement that clarifies that a foreign regulator or self-regulatory organization (SRO) can petition the 
Commission under Rule 30. 1 0 for an order to permit firms that are members of the SRO and subject to regulation by 
the foreign regulator to conduct business from locations outside of the United States for United States persons on 
non-United Stales boards of trade without registering under the Act, based upon the person's substituted compliance 
with a foreign regulatory structure found comparable to that administered by the Commission under the Act, 

Among the issues considered by the Commission in determining whether to grant Rule 30.10 relief to a foreign 
regulatory or self-regulatory authority are the authority's; (1) requirements relating to the registration, authorization, 
or other form of licensing, fitness review, or qualification of persons through whom customer orders are solicited 
and accepted; (2) minimum financial requirements for those persons that accept customer funds; (3) minimum sales 
practice standards, including risk disclosures, and the nsk of transactions undertaken outside of the United States; 

(4) procedures for auditing compliance with the requirements of the regulatory program, including recordkeeping 
and reporting requirements; (5) standards for the protection of customer funds from misapplication; and (6) 
arrangements for the sharing of information with the United States. Interpretative Statement with Respect to the 
Commission's Bxemptive Authority Under § 30.10 of its Rules, 17 C.F.R. Part 30, Appendix A (2006). 

For purposes of this letter and the relief provided herein, the tenn “United States customers” shall have the 
same meaning as the term “foreign futures or foreign options customers" as it is defined in Rule 30.1 (c). Because 
no retail customer (defined as any person who does not meet the definition of“client” and discussed below) will be 
permitted to trade directly or indirectly on DME, no U.S. customer may be a retail customer. DME Rules prohibit 
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(3) DME members and guaranteed customers who are registered with the Commission as 
Commodity Pool Operators (CPO) or Commodity Trading Advisors (CTA), or who are exempt 
from such CPO or CTA registration pursuant to Commission Regulation 4.13 or 4.14, and who 
wish to submit orders on behalf of U.S. pools they operate or U.S. customer accounts for which 
they have discretionary authority, respectively, for transmission through direct access to DME 
Direct, provided that an FCM or a Rule 30.10 Firm acts as clearing firm with respect to all 
activity conducted by such CPOs and CTAs through the submission of orders on DME Direct; 
and/or 

(4) DME members or guaranteed customers who are registered with the Commission as FCMs or 
who are Rule 30.10 Firms and who wish to accept orders for U.S. customers transmitted via 
automated order routing systems (AORS)" for submission to DME Direct. 

As you know, the Commission, on October 27, 2006, issued a policy statement that 
affirmed the use of the no-action process to permit foreign boards of trade to provide direct 
access to their electronic trading systems from the U.S. (Policy Statement).'^ The Division has 
reviewed DME’s No-action request and the materials submitted in support thereof in accordance 
with the Policy Statement and the June 2, 1999, Commission Order (June 2 Order) which first 
directed the Commission staff to consider requests from foreign exchanges for interim no-action 
relief to allow them to provide direct access to their trading systems from the U.S.” 

In connection with its No-action request, DME has forwarded the following information 
to the Division; 

• General information regarding DME {e.g., its location and organization); 

• DME Rules; 

• DME Ethics Guidelines; 

• Dubai Financial Services Authority (DFSA) Conduct of Business (COB) Rules; 


members from opening an account for, or entering into an Exchange contract with, a retail customer. This 
prohibition applie.s to clearing members when holding accounts for both guaranteed customers as well as all other 
customers who have access to DME through a member. The prohibition on retail customers independently applies 
to guaranteed customers under DME Rules. 

” For the purposes of this letter, the term "AORS" shall mean any system of computers, software or other devices 
that ailow's entry of orders through another party who has been granted direct access to DME Direct, (a DME 
member or guaranteed customer) for transmission to DME Direct, where without substantial human intervention, 
trade matching or execution takes place. 

” Boards of Trade Located Outside of the United States and No-Action Relief from the Requirement to Become a 
Designated Contract .Market or Derivatives Transaction E.xecution Facility, 71 Fed. Reg. 64443 (November 2, 
2006). 

” Order of the CFTC Withdrawing Proposed Rules Regarding Access to Automated Boards of Trade, 64 Fed. 
Reg. 32829, 32830 (June 18, 1999). 
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• DFSA Authorization (AUT) Rules; 

• DFSA General (GEN) Rules; 

• DFSA Recognition (REC) Rules; 

• DFSA Anti-Money Laundering (AML) Rules; 

• Regulatory Law (DIFC Law No. 1 of 2004), as amended (RL 2004); 

• Markets Law' (DIFC Law No. 12 of 2004) (ML2004); 

• Clearing Services Agreement, DME - NYMEX, dated September 1 , 2005 (CSA); 

• General Services Agreement, DME — NYMEX, dated September I, 2005 (GSA); 

• Software Licensing and Maintenance Agreement, DME - NYMEX, dated September 1 , 
2005 (SLMA); 

• DFSA Recognized Jurisdiction Notice (table of recognized [Tier One] jurisdictions), 
dated April 18, 2006; 

• Brochure, “Doing Business in the Dubai International Financial Centre” (DIFC); 

• Certification of authorized representative of DME as to the truth and completeness of the 
material facts set forth in the request for no-action relief; and 

• Undertaking of authorized representative of DME to notify Commission staff if, prior to 
the issuance of no-action relief requested in letter dated March 13, 2007, any material 
representation made in such request for no-action relief ceases to be true and complete. 

Representations made by DME regarding the structure of DME, DME's activities in the 
U.S., DME's membership criteria, the electronic trading and order matching system known as 
DME Direct, the relevant regulatory regime in Dubai in the UAE, and the information-sharing 
arrangements applicable to DME and its regulator are summarized in Sections I - VI below. For 
purposes of its response to the No-action request, the Division has relied upon DME's 
representations and information provided by DME and has not conducted an independent review 
to confirm their accuracy.'" 


As stated below, the no-action relief provided herein is contingent upon the accuracy of the representations 
made by DME in support of its No-action request. Any materially different, changed, or omitted facts or 
circumstances may render the no-action relief void or cause the Division, in its discretion, to condition further, 
modify, suspend, terminate, or otherwise restrict the relief. 
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I. GENERAL INFORaiATION REGARDING DME 


DME is directly owned by DME Holdings Limited (DME Holdings), a joint venture 
between NYMEX Holdings, Inc. (NYMEX Holdings), and Tatweer, Inc. (Tatweer),'’ that is 
incorporated in Bermuda.'® DME was incorporated in the DIFC, located in the UAE, on 
September 29, 2005 as a private limited company under the DIFC Companies Law (No. 2 of 
2004), as amended. Since its establishment, DME has operated in the DIFC. DME represents 
that it does not maintain a representative office in the U.S., nor does it provide investment 
advice, solicit orders or direct trading from the U.S. 

DME has been licensed by the DFSA'’ as an Authorized Market Institution (AMI) to 
operate an exchange within the DIFC pursuant to Article 45 of the RL 2004. Initially, DME has 
made the following contracts available for electronic trading on DME Direct: Oman Sour Cmde 
futures contract. West Texas Intermediate (WTI) - Oman Financial Spread fumrcs contract, and 
Brent - Oman Financial Spread fumres contract.'® The DME also plans to list later in 2007 a 
Middle East-based jet fuel fumres contract. 

Certain of the Exchange’s operations are outsourced to its affiliate, the New York 
Mercantile Exchange, Inc. (NYMEX),'’ pursuant to a Software License and Maintenance 
Agreement (SLMA) and a General Services Agreement (GSA) executed between Tatweer, 
NYMEX Holdings and DME Holdings® covering technology hosting, market surveillance and 
other services. In addition, the clearing department of NYMEX (NYMEX Clearing), a CFTC- 
regulated DCO, provides clearance and settlement services to DME pursuant to a Clearing 
Services Agreement (CSA) executed between NYMEX and DME. 


Tatweer was incorporated in Dubai in October 2004 as part of the Dubai Holding Group, Dubai Holding Group 
plays a role in developing and managing major projects aimed at promoting and developing Dubai and the region as 
an international venue for commerce, finance and tourism. 

On November 20, 2006, the Sultanate of Oman’s Ministry of Finance (MOF) and the DME reached an 
agreement for MOF to acquire a [ ] percent equity stake m the DME. When the transaction is completed, the Oman 
Investment Fund will own approximately ( ] percent of DME Holdings while NYMEX Holdings and Tatweer will 
each own approximately [ ] percent. 

As discussed further below, the DFSA, created under DIFC Law No, 9 of 2004, is the regulator responsible for 
the authorization, licensing and registration of institutions and individuals who wish to conduct financial and 
ancillary services in or from the DIFC. The DFSA also supervises regulated participants and monitors their 
compliance with applicable laws, regulations and rules. 

The Oman Sour Crude futures contract is physically settled with one delivery point in Mina Al Fahal, Oman. 
The WTI - Oman Financial and the Brent - Oman Financial spread contracts are cash-settled contracts. 

NYMEX is wholly owned by its parent company, NYMEX Holdings. NYMEX has been designated by the 
Commission as a DCM and registered as a Derivatives Clearing Organization (DCO). 

The outsourcing arrangements also provide for NYMEX to assist DME in its trading floor operations, including 
technology and compliance assistance, on an on-going basis. 
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DME is overseen by a Board of Directors (Board) which is comprised of eight directors 
including four independent directors’’ and an equal number of representatives ofNYMEX 
Holdings and Tatweer. The Board has overall responsibility for ensuring that DME complies 
with its obligations under the DFSA regulatory framework, including its obligations as a DFSA 
authorized body, and for approving strategic decisions. The Board has the power to appoint the 
members of several committees to assist in the governance of DME, including the disciplinary, 
appeal, compliance review, product advisory, governance and membership committees.’^ The 
day-to-day management of the Exchange is the responsibility of the DME Chief Executive 
Officer (CEO) and the executive management team. The CEO is, in particular, responsible for 
helping to develop Exchange strategy and business plans and for implementing the Board’s 
strategy. He is assisted by a full-time staff, including a compliance department.’^ In the event of 
an emergency, each DME Board member and the DME CEO and CCO have the right, under 
DME Rules, to order a suspension of trading for such period as in their judgment is necessary. 


” The 50 percent independent directors requirement is an ongoing requisite of the AMI license. Under DFSA 
AMI Guidance, the DFSA will consider a director to be "independent" if the director is found, on the reasonable 
determination by the Governing Body (i.e.. Board), to: (!) be independent in character and judgment; and (2) have 
no relationships or circumstances which are likely to affect or could appear to affect the director's judgment in a 
manner other than in the best interests of the AMI. The Guidance also identifies a number of factors that the 
Governing Body should consider in determining the independence of a director. 

” The Board's Corporate Governance Committee (Governance Committee) is charged with reviewing and 
assessing the DME’s corporate structure and standards for integrity and professionalism. The Governance 
Committee is also charged with reviewing the DME’s risk management process and to keep the Board apprised of 
such issues. DME has adopted Ethics Guidelines setting out fundamental ethical principles for all DME Members, 
directors, committee members, and employees with respect to DME business, including principles relating to 
conflicts of interest, 

” DME has a staff of approximately 80 people. The Compliance Department is staffed with seven people, 
including the Chief Compliance Officer (CCO) and an administrative assistant. Reporting directly to the CCO are 
the Director of Membership Surveillance, the .Manager of Market Surveillance, and the Senior Manager of Risk. 
Reporting to the Director of Membership Surveillance are a Membership Surveillance Analyst and a Trainee- 
Membership Surveillance Analyst. As explained in more detail below, the Membership Surveillance function is 
responsible for the monitoring of business systems and controls at member Anns, guaranteed customers, seat 
lessees, and applicants for membership. Reporting to the Manager of Market Surveillance will be a Market 
Surveillance Analyst, a NYMEX market surveillance analyst who will be seconded to the DME. The Market 
Surveillance function is responsible for monitoring, oversight and investigation of daily market activities and market 
irregularities. Finally, the Senior Manager of Risk is responsible for review and analysis of the financial regulation 
within the jurisdictions where the DME has trading terminals, a physical presence or a license, The Senior Manager 
of Risk is also responsible for management of the overseas regulator database, operational risk, resolution of audit 
points and resolution of customer complaints. 

Under DME Rules, an emergency includes, but is not limited to, the following circumstances: (1) where any 
manipulative activity or attempted manipulative activity is suspected; (2) any actual, attempted or threatened comer, 
squeeze, conge.stion or undue concentration of po.sitions; (3) any circumstance or circumstances that may materially 
affect the performance of futures or options contracts traded on the Exchange; (4) any action taken by or against the 
UAE government, the Government of the Emirate of Dubai, the DIFC Authority, any foreign government, any local 
government, authority' or agency, or by any other exchange, or trade association, whether foreign or domestic, which 
action may have a direct impact on trading on the Exchange; (5) any circumstances that may have a severe, adverse 
effect on the physical functions of the Exchange, including a physical emergency; (6) any other unusual, and 
unforeseeable adverse circumstance. 
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II. MEMBERSHIP AND GUARANTEED CUSTOMERS 

A. Members 

Any individual, corporate body, partnership or unincorporated association may apply for 
membership of DME as long as the applicant meets the specific requirements set out in the DME 
Rules. DME has the following categories of membership: floor members, off-floor members, 
and clearing members. DME Rules require members to comply with all applicable rules and 
regulations, including DFSA requirements. 

Floor members have the right to access and to trade on DME Direct on the Exchange 
trading floor (Exchange Floor). Initially, DME will issue 50 seats, which confer on the floor 
members an equity interest in the Exchange, as well as lower Exchange fees and the right to 
occupy a seat on the Exchange Floor. A floor member’s trading privileges are exercised on the 
Exchange Floor by individuals who are employees or representatives of that floor member. An 
applicant for floor membership must, among other things, (I) be a body corporate, partnership or 
unincorporated association; (2) be established and carrying on its business in the DIFC; (3) be 
Authorized (discussed below) or otherwise permitted by the DFSA to conduct the activities 
which it intends to conduct while trading on the DME and must provide evidence to the DME of 
such regulatory status; or (4) have, in the opinion of the Board, good character, commercial 
standing and business experience. If the applicant intends to trade as principal or agent on the 
account of any customer or to trade as agent on account of any of its affiliates or of any other 
member, it must also comply with all applicable DFSA or other regulatory capital requirements 
and have net capital of not less than $1,000,000 or its equivalent in any other currency.^* 


Despite being a fully electronic exchange, DME will also allow traders to operate from trading hubs and 
individual trading stations on the Exchange Floor. The Exchange Floor is not an open-outcry pit trading facility and 
all orders will be executed through DME Direct. 

An applicant must also (1) provide such evidence as requested by the Exchange as to its legal status and 
organization and as to its ability to become a floor member without breaching applicable laws, regulations and rules; 

(2) provide the following in the prescribed form or in form agreed to by the Exchange: 

(i) a copy of a resolution, duly certified by the secretary or other authorized officer or partner of the applicant, 
designating agents for service of process in the DIFC concerning and limited to the Exchange-related activities 
and business of the applicant and/or employees of the applicant;(ii) a copy of a resolution, duly certified by the 
secretary or other authorized officer or partner of the applicant, or by the governing body of the applicant, 
authorizing the application for floor membership and the execution of the documents referred to above and all 
other documents relating to the applicants floor membership; and(iii) with respect to partnerships, a statement 
describing the business in which it is engaged and a certified copy of its current partnership agreement. The 
applicant shall also file certified copies of any and all documents filed with the DIFC authorizing the 
partnership to conduct business in the DIFC; 

(3) agree to be bound by the DME Rules; (4) designate an officer, employee or partner as the Exchange liaison, 
whom the Exchange may contact in order to obtain additional information or documentation in connection with any 
matter whatsoever provided in these Rules; (5) do or submit such other things or documents as the Board may 
stipulate from time to time; (6) if not also a clearing member, have entered into an agreement with at least one 
clearing member for the clearing of the applicant’s trading on the Exchange and provide the Exchange with a copy 
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Off-floor memberships do not confer equity rights in the Exchange or provide seats on 
the Exchange Floor, but do provide for lower Exchange fees. Off-floor members have the right 
to access and to trade on DME Direct off the Exchange Floor ~ whether from inside or outside 
the DIFC. Initially, DME will offer 50 off-floor memberships for sale. An applicant for off- 
floor membership must satisfy the membership criteria set out for floor membership, except that 
the applicant need not be a body corporate, partnership or unincorporated association or be 
established and carrying on its business in the DIFC. An applicant for off-floor membership 
must satisfy the Exchange that it is Authorized, Recognized (discussed below) or otherwise 
permitted by the DFSA to engage in the activities it intends to conduct while trading on the 
Exchange and must provide the Exchange evidence of such regulatory status. 

Clearing memberships are only available to NYMEX clearing members. Although all 
NYMEX clearing members are eligible to become DME clearing members, they will not 
automatically become DME clearing members and need to apply separately to DME for such 
membership. An applicant for clearing membership must satisfy the clearing member 
requirements of NYMEX Clearing, must satisfy the DME membership criteria established for 
off-floor memberships, and must also satisfy the Exchange that is authorized, recognized or 
otherwise permitted by the DFSA to engage in the activities it intends to conduct while trading 
on the Exchange and must provide the Exchange evidence of such regulatory status. 

B. Authorization and Recognition 

The Financial Services Prohibition of the RL 2004 prohibits carrying on financial 
services in the DIFC unless those engaged in such activities are “Authorized” or “Recognized” 
by the DFSA. The Financial Services Prohibition is deemed to apply to, among others, the 
following financial activities when carried on in or from the DIFC: (1) dealing in investments as 
principal; (2) dealing in investments as agent; (3) arranging credit or deals in investments; (4) 
managing assets; (5) advising on financial products or credit; and (6) operating a collective 
investment fund. If a DME member (floor member, off-floor member or clearing member) is 
physically present in the DIFC, it is required to be authorized by the DFSA. If a DME member 
has no physical presence in the DIFC, such member must be Recognized by the DFSA.” In 
addition to the DFSA authorization or recognition requirement, DME requires that floor 
members and off-floor members maintain an account with a clearing member, i.e., they must be 
guaranteed by a clearing member. 


of each such agreement; (7) provide evidence of its experience and competence; and (8) provide satisfactory 
evidence to enable DME to comply with its obligations under the applicable A.ML Requirements. 

” DFSA regulations include some exclusions to the authorization requirement. One such exclusion is that the 
DFSA does not require that a commercial trade user who intends to trade only for its own account be Authorized. 
Seat lessees, being physically present in the DIFC, must be Authorized to the extent that they trade for other than 
their own account. Their transactions, whether for their own account or the account of a floor member, must be 
financially guaranteed by a DME clearing member. Seat lessees are bound by the DME Rulebook. 
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With respect to authorization, RL 2004 requires the DFSA to ensure that any firm 
applying for DFSA authorization satisfy, and continue to satisfy, the authorization conditions 
that pertain to all of the financial services for which it has or will have a license. Among the 
most important authorization requirements are those regarding the suitability of the applicant to 
carry on the financial service activities for which it has applied, i.e., an applicant for 
authorization must satisfy the DFSA that it is fit and proper to carry on those activities. In 
determining whether an applicant is fit and proper, the DFSA may take into account, among 
other things, an applicant’s: (1) integrity (including absence of convictions or civil liabilities); 

(2) honesty; (3) competence; and (4) financial soundness. The DFSA requires applicants to 
submit detailed financial and business information in conjunction with an application for 
authorization to ensure compliance with DFSA’s capital requirements. 

An applicant must submit a detailed personal information form for its employees engaged 
in a licensed function, including the Senior Executive Officer, Licensed Director, Licensed 
Partner, Finance Officer, Compliance Officer, Senior Manager, Money Laundering Reporting 
Officer, Licensed Representative and Responsible Officer. The form requires disclosure of, 
among other things, past experience, license or authorization refusals, convictions, disciplinary 
actions, investigations, and insolvencies.^* Firms must also seek DFSA approval for certain 
employees who perform certain key functions with respect to the firm’s financial services 
activities. The application process also requires the firm to inform the DFSA of any person or 
persons who have control of the firm (Controller).” Authorized firms are required to have 
adequate arrangements in place to ensure that employees are suitable, adequately trained and 
properly supervised. 

The DFSA imposes financial resource requirements upon all Authorized Firms and all 
applicants for Authorization must demonstrate on-going compliance with the prescribed levels of 
capital to ensure that there is no significant risk that the member’s liabilities cannot be met as 
they fall due. The financial resources requirements are contained in various regulatory modules 
and depend on the type of institution, namre, size and complexity of its business (e.g., investment 
firms, banks, etc.). The primary module applicable to firms incorporated in the DIFC and 
Authorized by the DFSA in relation to physical commodities is the Pradential Investment, 
Insurance Intermediation and Banking Business Module, which includes complex rules 
governing the financial resources requirements applicable to various types of firms or 
institutions. The financial resources must be of the kinds and amounts specified in, and 
calculated in accordance with, the applicable DFSA Rule. 


No Authorized person may employ an individual to whom the DFSA has issued an order under RL 2004 
indicating that such person is not a fit and proper individual to perform functions relating to financial services 
activities can ted on by that Authorized person or Authorized persons generally. 

” Generally, a Controller is any person who holds 10 percent or more of the share capital of a firm, or is otherwise 
entitled to exercise or control the exercise of 10 percent or more of the voting rights at a genera! (shareholders) 
meeting of the firm. Once Authorized, a firm must notrly the DFSA of, and in many cases seek the DFSA’s prior 
approval to, any change in the identity of its ControHeis and the level of control held by them. 
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With respect to recognition, recognized member status allows firms that are carrying out 
financial services activities in compliance with their home jurisdictions’ requirements to 
undertake such activities within the DIFC without becoming fully Authorized by the DFS A. 

This Recognized status allows the DFSA to have certain oversight and enforcement rights with 
respect to the Recognized member. In determining whether a financial services regulator is 
satisfactory to the DFSA, the DFSA undertakes a due diligence inquiry of the caliber of 
regulation and considers whether there are adequate arrangements in place for cooperation 
between the DFSA and the other regulator. Recognized member status is readily available to 
firms in Tier 1 jurisdictions’" including, among others, the U.S. and United Kingdom. 

Recognized member status is also available to firms in non-Tier 1 jurisdictions upon DFSA 
approval, on a firm by firm basis, following DFSA review of the financial regulation in the home 
jurisdiction, so long as the activities the firm will undertake in the DIFC are regulated in the 
firm’s home jurisdiction to a standard acceptable to the DFSA. Thus, many members who wish 
to trade on DME without having a physical presence in the DIFC will be regulated by a regulator 
in their home jurisdiction rather than by the DFSA. Notably, DFSA Recognized members must 
comply with their home jurisdiction regulators’ financial requirements. 

Upon receipt of a Recognized member application, the DFSA initially researches the 
applicant and confirms with the DME that the firm is genuinely interested in DME membership. 
Upon confirmation and satisfaction of the firm’s initial due diligence, the DFSA contacts the 
applicant’s home regulator and, to determine if the same activities fall within the scope of the 
applicant’s license in its home jurisdiction, identifies to the home regulator the activities the 
applicant wishes to undertake in the DIFC. In the case of Recognized member applicants located 
in the U.S., the DFSA contacts the NFA to obtain confirmation of: (1) the regulatory status of 
the firm, and (2) any past, present or known future disciplinary record of the firm, 

C. Guaranteed Customers 

Pursuant to DME Rules, guaranteed customers are permitted to have direct access to 
DME Direct. Each guaranteed customer is required to maintain an account with a clearing 
member who financially guarantees the guaranteed customer’s transactions. Retail customers are 
not permitted to trade on DME, and accordingly, no guaranteed customer may be a retail 
customer or enter orders for retail customers for whom it is authorized to trade.” DFSA requires 


Pursuant to the Collective Investment Law No. I of 2006, the DFSA has issued a Recognised Jurisdictions 
Notice that identifies, among other things, countries and territories that have been accorded Recognized status. The 
DFSA has advised the DME to use the Recognised Jurisdiction Notice as guidance in determining acceptable 
jurisdictions, also known as Tier 1 jurisdictions. 

” Any person who does not meet the definition of client as set forth in DFSA COB Rules 3,2.2 is a retail 
customer. In general, a client is a person who has been determined by a member to be: 

(1) an individual who: (i) has at least $1 million in liquid assets and has provided the member written 
confirmation of this fact; (ii) has sufficient financial experience and understanding to participate in financial 
markets; and (iii) has consented in writing to being treated as a client; 

(2) an individual who: (i) is an employee of the member; and (it) meets the conditions in (l)(ii) and (til); 

(3) an entity which ha-S had, or any of whose holding companies or subsidiaries has had, in the last two years, 
called up share capital or net assts of at least $5 million. In case of a limited liability partnership calculated 
without deducting loans owning to any of the partners; 
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guaranteed customers physically present in the DIFC to be Authorized unless their activities in 
the DIFC fall within an exclusion. Guaranteed customers not present in the DIFC are not 
required to be either Authorized or Recognized. However, all guaranteed customers are subject 
to all relevant DME Rules and must agree, in writing, to be bound by DME Rules. In addition, 
DME Rules expressly applicable to guaranteed customers mandate that each guaranteed 
customer shall observe high standards of integrity, fair dealing and market conduct as reflected 
in the DFSA Rulebook and any guidance published by the DFSA. 

III. OVERVIEW OF THE DME TRADING SYSTEM 


At the outset, the Division notes that the description of DME Direct set forth herein is 
based upon representations made by DME or its representatives. The Division has not 
performed an independent assessment of the security or soundness of DME Direct in connection 
with this request. Nonetheless, it should also be noted that DME Direct is the brand name of the 
electronic trading system employed by DME for accessing DME products traded through the 
NYMEX ClearPort® Trading Services (CPT), which has previously been reviewed by the 
Commission staff On January 16, 2003, the Division acknowledged the self-certified 
submission by NYMEX of proposed new and amended rules in support of the launch of CPT and 
the Division has not, to date, recommended any alteration in its trading procedures. In addition, 
Commission staff has previously described CPT in cormection with the granting of direct access 
no-action relief to NYMEX F.urope Limited.” 

A. Introduction 

DME Direct is a flexible internet-based electronic trading system developed, maintained 
and enhanced by NYMEX on the CPT platform in New York.” Under the SLMA, NYMEX has 
provided DME with a license to use the CPT for the trading of DME products on DME Direct. 
NYMEX, through the NYMEX Customer Service Call Center (NCSCC), provides back-up 
services including, among other things, resolution of clearing and trading systems issues. The 


(4) a trustee of a tmst or pension fund which has had in the last two years assets of at least $5 million 
calculated by aggregating the value of cash and the investments fonning part of the tnjsi's or fund's assts, but 
before deducting liabilities; 

(5) a properly constituted government, government agency, central bank or other national monetary authority 
of any country or jurisdiction; 

(6) a public authority or state investment body; 

(7) a supranational organization whose members are either countries, central banks or national monetary 
authorities; 

(8) an Authorized Firm or Regulated Financial Institution; 

(9) an Authorized Market Institution, regulated exchange or regulated clearing house; 

(10) an entity which is a holding company or subsidiary of an entity listed in (8) or (9) with that entity’s 
consent; 

( 1 1 ) a body corporate whose shares are listed or admitted to trading on any regulated exchange of an IOSCO 
member country; or 

(12) a collective investment fiind or special purpose vehicle. 

CFTC Staff Letter No. 05-24 (December 16, 2005). 

” DME anticipates that it will, at some point, transfer the matching engine for DME Direct to the DIFC. 
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DME Direct trading week commences at 6;00 PM New York time each Sunday (2:00 AM 
Monday Dubai time) and ends at 5:15 PM New York time each Friday (1:15 AM Saturday Dubai 
time). DME Direct is closed daily for 45 minutes between 5:15 PM and 6:00 PM New York 
time. The Board has the discretion to adjust the trading hours to take into account religious 
holidays in the UAE. 

DME Direct, supported by core components, sends and receives messages in FIX 
formats, stores order and trade data in database tables, matches orders and communicates market 
data to traders and vendors. The NYMEX Clearing 21 system (C21®) is used to clear DME 
trades. C21® performs the following functions: (1) calculating margin requirements; (2) 
producing DME large trader reports; (3) producing regulatory reports; (4) interfacing with 
clearing members; (5) managing cash transfers for margin calls; and (6) contract administration. 
C21® produces daily contract facts sheets that list key contract information including open 
interest, volume, and historical highs and lows. 

1 . Trading Host and Connecting to DME Direct 

The systems supporting DME’s trading operations are hosted by servers located in the 
U.S. and operated and maintained by NYMEX. The systems hosted by NYMEX in New York 
include: (1) Trade Management System (TMS), used for capturing DME Trades; (2) Price 
Reporting System (PRS), used for the dissemination of price information from the market; (3) 
TXN, a computerized surveillance system; and (4) C21®. DME Direct has an “open 
architecture” through which software application programming interfaces enable market 
participants to connect DME Direct with their own proprietary system or a system provided by 
an ISV. Members and guaranteed customers may connect directly to DME Direct via a managed 
network solution or manage their own direct network connection access via the internet. There 
are two standard interfaces to DME Direct: NYMEX Order Routing FIX API, used to 
authenticate and configure orders and receive confirmations, and FIX Market Data API, the 
interface for real-time market prices. 

Every member, seat lessee and guaranteed customer with direct access to DME Direct 
must register at least one individual with the DME as an Authorized Terminal User (ATU).“ 

The ATUs must be trained in the use of DME Direct and serve as contact persons for the 
Exchange in the event of any problems with DME Direct systems involving the member, seat 
lessee or guaranteed customer, or if the Exchange has any questions regarding business 
conducted through a particular DME Direct connection assigned to that member, seat lessee or 
guaranteed customer. DME Rules set out the requirements for each ATU and provide that ATUs 
are bound by DME and DFSA Rules. 

2. Order Entry and Audit Trail 


As defined in DME Rules, an ATU is a person whom the member, seal Ies.see or guaranteed customer has 
designated to serve as terminal operator or otherwise authorized to access the trading platform and whom the 
member, seat lessee or guaranteed customer has so notified to the Exchange. 
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Under DME Rules, members, seat lessees and guaranteed customers must promptly make 
a record of the receipt of a customer order, including information as set out in Conduct of 
Business (COB) Rules. Immediately upon receipt, all customer orders must be entered into the 
DME Direct database and programs that accept, match and report execution of orders in DME 
(Matching System). 

DME Direct supports the limit and stop limit order types with the following order 
duration qualifiers: Day (Single Session), GTC (Good Till Cancelled), and GTD (Good Till 
specified Date). The following core data is part of each DME order record: commodity; 
contract month; purchase or sale; account number (or certification that the order is for multiple 
accounts to be allocated later); quantity; limit price; the clearing member who holds the account 
for the relevant customer or the member, seat lessee or guaranteed customer if trading on its own 
account or for the account of affiliates or on an omnibus account basis; strike prices, put or call 
(for options); and times of order entry and order execution or cancellation. Each order entered 
on DME Direct must also contain a Customer Type Indicator (CTI), which is used for reporting 
and compliance analysis and distinguishes for whom and on what type of account the trades are 
being placed. 

All relevant data entered into DME Direct are passed from DME Direct to the post-trade 
systems and retained by NYMEX in New York for a minimum of five years,” All members are 
required to maintain, for at least six years, records relating to all orders and transactions to which 
they are a party or which they have executed, forwarded for execution, transferred or assigned, 
including details of the persons for whom the trade was executed, the parties to it, and the 
manner in which it was fulfilled, discharged, terminated or executed. Members are required to 
maintain all such records in permanent hard copy or permanent and readily-retrievable electronic 
form, unless they are required to keep them in another form by the rules and regulations of any 
regulatory body to which they are subject. 

3. Order Matching Algorithm 

The DME Direct matching algorithm utilizes price and time priority, i.e., all orders at the 
best price level will be filled according to time priority. Because the algorithm utilizes time 
priority, any order modifications results in the modified order moving to the bottom of the 
priority list for orders at the same price level. DME Direct also incorporates implied pricing 
functionality, which integrates bids and offers in spreads and their underlying contracts, to 
generate additional liquidity and provide the opportunity for price improvement. DME Rules 
provide that trades in DME Direct are formed at the time of matching in the matching system. 

4. Data Dissemination 


DME Direct allows orders entered to be modified and deleted. Some, but not all, data fields can be changed. 
Order quantity, price, time in force, the specified price for a stop limit order, and expiration date can be altered. The 
account, symbol, side, order type, and compliance ID data fields cannot be changed. The audit trail captures the 
times of all order modifications. 
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NYMEX distributes DME market data to vendors that have signed the standard DME 
market data distribution agreement, DME products are uniquely identified by the ITC2 (Inter- 
Exchange Technical Committee) exchange code “DM” and product symbols. Each price change 
is reported on a real-time basis to market data vendors. 

5. System Support 

As provided in the SLMA, the NCSCC is operated by NYMEX on behalf of DME. The 
NCSCC will be available 24 hours each day from Sunday 6:00 PM New York time (2:00 AM 
Monday Dubai time) until Friday 6:00 PM New York time (2:00 AM Saturday Dubai time) to 
assist traders with issues regarding electronic trading and clearing. The NCSCC generally has 
three to five staff members available at any time to field questions and communicate with market 
participants and provide market support services. 

NCSCC provides DME customer support and problem management to members and 
guaranteed customers designated by clearing members. In order to be designated and eligible for 
DME Direct support, a guaranteed customer must register with the DME. Upon receipt by the 
NCSCC of notice from the DME that the DME is satisfied that a guaranteed customer meets the 
criteria set out in DME Rules, NCSCC allocates passwords to allow the guaranteed customer 
access. 


The DME trade cancellation policy authorizes the NCSCC to mitigate market disrupting 
events caused by the improper or erroneous use of DME Direct, or by system defects, by 
adjusting trade prices or canceling (“busting”) trades. NCSCC may also adjust trade prices or 
cancel any trade if the NCSCC determines that failure to do so may have a material adverse 
effect on the integrity of the market. The decision of the NCSCC is final. 

6. System Reliability and Failure Recovery 
a. Duplication of Key Components 

NYMEX uses the Storage Library System from Digital Equipment Corporation for tape 
management and has a predetermined schedule for incremental and full back-ups. NYMEX 
maintains a back-up facility for all of its IT systems at NYMEX’s established disaster recovery 
(DR) facility, which is on a separate power, water, and telecommunication grid from NYMEX’s 
headquarters at the World Financial Center. The main facility and the back-up facility are linked 
with multiple redundant fiber optics lines, providing completely synchronized communication. 
NYMEX audits its back-up facilities on a quarterly basis. In adherence to the tape rotation 
policy, all previous weekday tapes are off-sited to a vaulting facility. Tape retention policy is 
seven years for all full backups and 60 days for all incremental backups. All backup tapes are 
retained at NYMEX’s main business address and at the DR facility. 

NCSCC also performs back-up functions. At the end of the trading day, trade volume 
summary screens and trade detail screens (Trade Book and Order Book) arc accessed by a 
NCSCC staff member within DME Direct. The screen details are copied and pasted into a 
spreadsheet to create a daily repository on the LAN of trade activities for use the next trading 
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day so as to address customer inquiries about alleged errant and/or missing trades. Access to the 
LAN directory is restricted to NCSCC staff and management. The LAN is backed up nightly. In 
essence, every trade record is copied and stored on a spreadsheet, by trade date, for eventual 
retrieval by the NCSCC staff should it be necessary to review the trade details. 

b. Failure Detection 

NYMEX measures and monitors the availability and performance of applications and 
host systems on a 24-hour basis. Diagnostic systems software notifies IT personnel through 
alerts as soon as a problem is detected. IT personnel process and correlate the diagnostic 
software data with other information to analyze the potential problem. The diagnostic system is 
installed in the Operations Room, where operators observe critical systems via dedicated 
monitors at all times. In addition, NYMEX uses job-scheduling software to create system 
application logs for monitoring actual batch submissions and processing, including: (1) jobs 
scheduled for execution; (2) actual job start and completion times; (3) any abnormal conditions 
during the execution; and (4) whether jobs were run to normal completion. 

NYMEX also has in place systems and procedures for maintaining business continuity in 
the event of system or network failure. If a serious systems event occurs at NYMEX’ s primary 
New York site, the systems for DME Direct can be managed remotely to continue to provide 
support to DME. In the event that DME cannot be supported, a crisis management team will 
assess the situation and notify DME of the event. If the problem occurs intra-session and results 
in discontinuation (or the threat of discontinuation) of trading, the crisis management team will 
seek to halt markets, notify the DFSA, and monitor the event until it is resolved. 

c. Failure and Recovery 

NYMEX provides all reasonable assistance to DME in developing, maintaining and 
implementing an appropriate disaster recovery and business continuity plan to ensure that DME 
continues to meet the legal, regulatory and accounting requirements and standards applicable to 
it. NYMEX is required to maintain a business continuity plan for the equipment, systems and 
power supply, including backup arrangements for both processing and communications 
resources. 

B. Limitation of Liability 

DME Rules generally provide (except where liability results from a person’s willful 
misconduct) that none of the Exchange, NYMEX, or their affiliates and any of their respective 
officers, directors, employees, agents, consultants, information providers, independent 
contractors or subcontractors, licensors, members and clearing members, shall be liable to any 
person for any losses, damages, costs or expenses (including but not limited to, lost profit, loss of 
use, and direct, special, indirect, incidental or consequential damages) arising from: (1 ) any 
failure or malfunction, including any liability to enter or cancel orders on DME Direct or delay 
being able to do so; (2) any failure or malfunction or fault in delivery, delay, omission, 
suspension, inaccuracy, interruption in connection with furnishing of the Exchange’s systems, 
data made available through those systems or DME services; or (3) any unauthorized access to 
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the Exchange’s systems, service or facilities or use of DME Direct; or any person using DME 
Direct without training or if he or she fails to follow the instructions for use. The same 
limitations on the liability of DME and NYMEX apply if DME orNYMEX employees, 
including NCSCC employees, provide services on behalf of NYMEX or DME to members, seat 
lessees, guaranteed customers, and ATUs. In addition, DME makes no express or implied 
warranties and does not guarantee continuous, uninterrupted and secure access to DME Direct. 

C. Adherence to IOSCO Principles 

You represent that, in providing DME Direct to its members, seat lessees and guaranteed 
customers, DME adheres to the Principles for the Oversight of Screen-Based Trading Systems 
for Derivative Products developed by the Technical Committee of the International Organization 
of Securities Commissions (IOSCO) (as adopted by the Commission on November 21,1 990).^'’ 
You represent that DFSA is aware of DME’s commitment to the IOSCO principles. 

IV. CLEARING AND SETTLEMENT PROCESSES 

All contracts executed on DME Direct are submitted for clearing to NYMEX Clearing 
pursuant to the CSA between NYMEX and DME. As noted earlier, NYMEX is registered with 
the CFTC as a DCM and as a DCO. In addition, NYMEX is a Recognized Body pursuant to 
DIFC regulatory law and the Recognition Module of the DFSA Rulebook to operate a Clearing 
House for a DFSA Authorized Market Instimtion and to offer electronic access to its exchange 
products within the DIFC.^’ The CSA specifies clearing and settlement services and service 
levels and includes escalation procedures to enable DME staff to address any issues concerning 
the services on a timely basis. NYMEX Clearing clears all trades initiated on DME on 
essentially the same basis as it clears trades executed on NYMEX. 

A. Trade Registration 

Each contract executed on DME is a contract between the two DME clearing members to 
whose accounts the matching positions have been allocated and, on acceptance for clearing by 
NYMEX Clearing, is replaced by two contracts with NYMEX Clearing: one between the buying 
clearing member and NYMEX Clearing as seller, and another between the selling clearing 
member and NYMEX Clearing as buyer. This strucmre both substantially reduces counterparty 
credit risk and entirely eliminates the need for traders to make individual credit determinations 
with respect to potential counterparties before entering into a trade. 


’’’ The Commission adopted the IOSCO Principles as a statement of regulatory policy for the oversight of screen- 
based trading systems for derivative products. Policy Statement Concerning the Oversight of Screen-Based Trading 
Systems, 55 Fed. Reg. 48670 (Nov. 21, 1990). 

” NYMEX Clearing is under the jurisdiction of the NYMEX Board of Directors, which is advised by the Clearing 
House Committee. The Clearing House Committee is co-chaired by two members of the NYMEX Board of 
Directors and is comprised of twenty five clearing member firm representatives. The Clearing House Committee 
meets at least monthly, and periodically evaluates the adequacy of the NYMEX Clearing’s financial resources. 
NYMEX Clearing provides clearing services lo both the NYMEX and COMEX trading divisions of NYMEX and to 
DME. 
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NYMEX Clearing does not have any direct contractual relationship with DME members 
other than those with which it already has a contractual relationship as NYMEX clearing 
members. Under the terms of a clearing member qualification, a clearing member must accept 
financial responsibility for all trades executed as a result of orders entered through the use of the 
DME Direct password protected system for which it is responsible. Accordingly, NYMEX 
Clearing is not liable for any obligations of a DME member who is not also a clearing member of 
NYMEX, or for any obligation of a clearing member to a DME member or customer, or for any 
obligation of a clearing member to another clearing member for whom the former is acting as 
broker. Furthermore, NYMEX Clearing is not be liable to customers of DME members to make 
or take deliveries or otherwise. 

B. Clearing Process 

NYMEX Clearing conducts clearing through its C21® system, developed jointly with the 
Chicago Mercantile Exchange (CME) and introduced in 1999. This system is highly flexible and 
is expected to support any anticipated growth in volume or business expansion over the next five 
to ten years. The C21® system was upgraded in autumn 2001 to permit clearing member access 
via the internet, as well as to accommodate an enhanced product base, including the clearing of 
OTC contracts. It enables NYMEX to perform functions relating to banking, settlement, asset 
management, delivery management, position management and margins. C21® was upgraded at 
the beginning of 2006 and improved its functionality by moving into a Windows environment, 
making it more efficient and flexible. C21® covers contracts executed at all NYMEX trading 
venues, including the New York trade floor and electronic trading platforms, including DME 
Direct. 


C. Settlement Prices 

Daily settlement prices for contracts traded on DME are determined by the DME 
pursuant to procedures set forth in its Rules that closely parallel NYMEX’s price settlement 
procedures, including the use of an average weighted price for contracts meeting certain liquidity 
thresholds.’* Under DME Rules, the Exchange must notify NYMEX Clearing of the daily 
settlement price determined by the Exchange and NYMEX Clearing uses the settlement price in 
the calculation of original and variation margin, unless NYMEX Clearing reasonably believes 
that it is clearly erroneous, in which case it notifies the Exchange with a view to agreeing on an 
appropriate daily settlement price or, in the absence of such agreement, it notifies the Exchange 
of the settlement price it will use. 

D. Margin and Banking Arrangements 

NYMEX Clearing collects both original margin and variation margin with respect to 
clearing members on a daily basis. Original margin is collected at least once daily, at noon New 
York time, based on open positions as of 10:00 AM New York time. Variation margin is 


38 


In practice, NYMEX determines the daily settlement prices on DME’s behalf 
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collected at least twice daily: at 10:00 AM New York time based on open positions as of 7:00 
PM New York time the previous day and the previous day’s settlement price and intra-day based 
on market prices as of 1 1:00 AM New York time. The original margin requirement is a function 
of a clearing member’s open positions and the margin rate. The margin rate is set by NYMEX 
Clearing using Standard Portfolio Analysis of Risk (SPAN), developed by the CME and used by 
commodity clearing houses worldwide. Variation margin is calculated as being the difference 
between the trade price and the settlement or market price used for the particular variation 
margin call. In accordance with the standards set out in the CSA, the Financial Surveillance & 
Risk Management Division of the NYMEX Compliance Department conducts, on a daily basis, a 
detailed review of each clearing member’s variation margin, earmarking stress thresholds and 
making inquiries if needed. NYMEX Clearing Rules allow clearing members to post original 
margin using cash, various securities (subject to a haircut) and certain money market mutual 
funds. All variation margin must be posted in cash. 

NYMEX Clearing acts as a fiscal transfer agent, transferring money from the customer or 
proprietary settlement accounts of its clearing members who have experienced net losses in 
either of those account origins to the customer or proprietary settlement accounts of those 
members who have generated net gains in either account origin. As required by the CFTC, 
NYMEX Clearing segregates margin deposited by clearing members from their customer 
accounts from margin received from their house accounts.” Pursuant to a Section 4d order 
issued by the Commission on May 23, 2007, NYMEX holds DME customer positions and 
NYMEX cu.stomer positions in the same customer segregated accounts. NYMEX Clearing 
verifies, on a daily basis, that the cash it maintains is sufficient to cover its obligations to clearing 
members in accordance with the CFTC’s segregation rules. 

E. NYMEX Financial Resources 

NYMEX, is AA+ credit rated by Standard & Poor’s and, as of June 30, 2006, was 
holding performance bond (margin) totaling $20.7 billion, of which $1 5.7 billion was customer 
segregated funds and $5.0 billion was house funds. NYMEX maintains a Guaranty Fund which, 
as of July 1, 2006, had a minimum balance of $200 million.'"’ In addition, NYMEX maintains a 
$115 million default insurance policy with AA rated Radiance Asset Assurance, Inc., for losses 
in excess of $200 million and, if there is a shortfall in the Guaranty Fund, NYMEX has limited 
powers to assess its clearing members to replenish the fund. The maximum assessment 
permitted is the lesser of: (1 ) 40 percent of the clearing members’ regulatory capital; or (2) $30 
million. The maximum total assessment power as of June 30, 2006 was approximately $ 1 
billion. NYMEX is currently finalizing the terms of a $60 million short-term liquidity facility, 
the primary purpose of which is to provide immediate funding to meet daily settlement 


NYMEX Clearing requires clearing members to collect margin from Iheir customers at set percentages in 
excess of the clearing members’ requirement. 

Each clearing member must contribute to the Guaranty Fund in an amount based on a hybrid formula of 
clearing member risk and volume, calculated quarterly, with a minimum clearing member contribution of $2 
million. Contributions can be made in cash, U.S. government securities, or shares of approved money-market 
mutual funds. 
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requirements in the event of a clearing member default. Access to the facility will allow time for 
an orderly liquidation, if necessary, of the non-cash assets maintained in the Guaranty Fund. 

Currently there are 40 clearing member firms which guarantee the performance to 
NYMEX Clearing of non-clearing members and customers. All NYMEX clearing members 
must own a minimum of two NYMEX memberships, must hold and maintain the related shares 
of common stock in NYMEX Holdings, and must have a minimum of $5 million in working 
capital (or adjusted net capital in the case of FCMs). The aggregate regulatory capita! of the 
cleanng members, which represents a potential financial resource to support NYMEX’s clearing 
operations, was $1 10.6 billion as of May 31, 2006.'" 

In addition, NYMEX imposes capital-based position limits on each clearing member. 

The position limits are based upon the “modified capital” of a clearing member, which may be 
higher or lower than regulatory capital. A clearing member with a parent guaranty or letter of 
credit can have a modified capital level that is higher than regulatory capital, subject to a cap of 
$1 billion, which may be waived in circumstances where the clearing member is a subsidiary of a 
highly capitalized and highly rated financial institution. These capital-based position limits are 
applied as follows; “position risk” (i.e., the SPAN performance bond requirement for the net 
positions carried by the clearing member) is limited to 200 percent of a firm’s modified capital 
for the customer account; 100 percent for the house account; and 250 percent on a combined 
basis. If a clearing member exceeds these limits, it must deposit “super margin” on the excess, 
provided that a clearing member may not exceed 300 percent of modified capital for the 
customer account, 150 percent for the house account and 350 percent on a combined basis. 

F, Default Arrangement 

The Exchange’s arrangements for dealing with a defaulting member are based on the 
DFSA Default Rules requirements and complement the NYMEX Clearing arrangements. Under 
the Default Rules, designed to protect the actions taken by market authorities to deal with the 
consequences of the default or insolvency of one or more market participants, an AMI must have 
rules that allow it to close-out open positions by discharging the appropriate rights and liabilities 
of transactions which a person granted access to its facilities cannot, or may not, be able to 
fulfill. Market authorities are not required to wait for formal insolvency proceedings to 
commence before making a declaration that a member is in default, so long as they believe, in 
good faith, that the member will be unable to meet fumre obligations under market contracts. All 
actions taken by AMIs in good faith under their respective default rules are protected and not 
open to challenge by liquidators or other insolvency officials. 


" Clearing members are required to submit regulatory capital calculations and financial statements to NYMEX on 
a regular and timely basis. FCMs electronically file financial statements, including a balance sheet, income 
statement, change in ownership and segregated funds report, on a monthly basis. Non-FCM clearing members file 
similar information quarterly. NYMEX conducts a formal analysis of all filings, in addition, NYMEX conducts an 
audit, at least annually, of all clearing members for which it acts as the designated self-regulatory organization. If a 
clearing member’s financial condition weakens, or it takes on excess risk, NYMEX may require additional margin 
to be posted and/or restrict the member’s trading. 
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The NYMEX default rules, rather than DME default rules, apply to contracts to which 
NYMEX Clearing is a party. If, therefore, a elearing member were to default, NYMEX Clearing 
default rules would apply to the registered contracts, while DME Rules would apply to the back- 
to-back contracts between the defaulting clearing member on the one hand and clients and/or 
non-clearing members for which the defaulting clearing member clears on the other hand. If a 
non-clearing member were to default, only DME Rules would apply as NYMEX would have no 
contractual nexus with such defaulting memher. 

Pursuant to NYMEX’s Rules, in the event of a clearing member default, the President of 
NYMEX, with the approval of NYMEX’s Board of Directors, may close out all or any part of 
the clearing member’s positions in the best interest of NYMEX and the defaulting clearing 
member. In addition, NYMEX Clearing may apply against the defaulting clearing member’s 
obligations the clearing member’s: (1) margin on deposit, (2) deposit in the NYMEX Guaranty 
Fund, and (3) any other assets of the defaulter under the control of NYMEX. NYMEX Clearing 
may apply these assets based on the type of default by the clearing member, as follows: (1) for 
defaults in the customer segregated account, NYMEX Clearing may use all assets of the 
defaulting clearing member; and (2) for defaults in the clearing member’s house account and or 
customer non-regulated accounts, NYMEX Clearing may use that portion of the assets held in 
the defaulter’s house and/or customer non-regulated accounts. If these assets are not sufficient, 
NYMEX Clearing Rules provide that NYMEX will utilize other substantial financial resources 
(discussed above), such as its Guaranty Fund and default insurance, to meet the obligations of 
the defaulting clearing member. In addition, NYMEX may obtain funds from any guarantee 
provided by a parent company of the defaulting clearing member (if applicable) and from a sale 
of the defaulted clearing member’s equity in NYMEX. 

V. OVERVIEW OF THE REGULATORY STRUCTURE IN THE DIFC 

A. Introduction 

The DIFC was created and vested under UAE federal law with the authority to create a 
legal and regulatory framework for all civil and commercial matters conducted within the DIFC. 
Responsibility for Financial Services"’ legislation and broad policy lies with the DIFC 
President,"’ with the assistance of the DFSA. As prescribed by RL 2004, the DFSA regulates all 
financial and ancillary activities undertaken in or from the DIFC. Under this mandate, the 
responsibility for authorizing persons to conduct investment business, and the regulation of those 
persons, rests with the DFSA. 

The DFSA fulfills its regulatory responsibilities within the framework established by the 
RL 2004 and DIFC regulations and orders. In addition, DFSA has promulgated a Rulebook 


The term "Financial Services" is defined by the DFSA and refers to specified activities carried on in relation to 
categories of investments as set out in the DFSA Rules. Financial services include dealing in, arranging deals in, 
advising on and certain other kinds of business in various types of securities, derivatives and other investment 
products. 

The President of the DIFC is His Highness Sheikh Mohammed Bin Rashid AI Maktoum, Ruler of Dubai. 
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governing activities in the DIFC. The Rulebook is composed of modules covering several 
subject areas, with each specifying its scope and to whom it applies. The modules include the 
General Module (GEN), Conduct of Business Module (COB), Authorization Module (AUT) and 
Enforcement Module (ENF). Although DFSA regulates all financial activities within the DIFC, 
some of the modules rules only apply to entities physically present in the DIFC (Authorized 
Firms), while others apply to all entities that undertake financial activities in the DIFC. For 
instance, the GEN Rules dealing with general provisions, financial services and information 
sharing requirements with the DFSA apply to Authorized and Recognized members and provide 
for the jurisdiction of the DFSA as defined by the financial services it regulates. Similarly, the 
ENF rules also apply to Recognized members to enable the DFSA to enforce its oversight over 
such members. Recognized members, however, are not subject to the COB because, as 
previously noted, Recognized members are located outside the DIFC and are expected to comply 
with the applicable conduct of business rules oftheir home jurisdiction regulator. 

B. Investor Protection 

In addition to RL 2004, the ML 2004 contains stamtory investor protection measures that 
prohibit any person in the DIFC, any person outside the DIFC whose conduct affects the DIFC 
markets, or users of the DIFC markets, from: (1) engaging in fraud and market manipulation; (2) 
making misleading or untrue statements; (3) engaging in misleading or deceptive conduct; (4) 
making misleading or deceptive statements; (5) making statements about future matters; (6) 
inducing persons to deal in investments by, among other things, making false statements or 
concealing material facts; (7) engaging in insider dealing;" and (8) providing inside information. 

The DFSA is required to enforce these investor protection measures and has incorporated 
these provisions within its Rulebook. Some of the DFSA Rules relating to investor protection 
are included in the COB and are only applicable to Authorized firms. However, the DFSA has 
broader enforcement powers under the ENF, which is applicable to both Recognized and 
Authorized firms and, therefore, the DFSA can act if it suspects any possible violations of ML 
2004. In addition, DME Rules mandate that, whether or not a member is an Authorized firm, 
each member shall observe high standards of integrity, fair dealing and market conduct as 
reflected in the DFSA Rulebook and any guidance published by the DFSA. 

The DFSA does not have the authority to intervene in the DME market and direct the 
actions of DME market participants, but it does have the power to direct the DME to intervene."'^ 


While not termed insider trading ("insider dealing" in DIFC law and "undeclared information which might 
affect price" in UAE Federal law), thi.s conduct is prohibited in both the DIFC and on other UAE exchanges. 
However, in broad terms, the prohibition only relates to securities and not commoditie.s investments, and as such 
trading in DME products is excluded from the DFSA and UAE insider dealing rules. 

Article 9 of ML 2004 Law provides as follows: (I) Without limiting the application of the Regulatory Law, the 
DFSA may by written notice direct an AMI to do or not do specified things that the DFSA considers are necessary 
or desirable to comply with the Law or ensure the integrity of the financial services industry in the DIFC, including 
but not limited to directions: (a) requiring compliance with any duty, requirement, prohibition, obligation or 
responsibility applicable to an AMI; or (b) requiring an AMi to act in a specified manner in relation to transactions 
conducted on or through the facilities operated by an AMI, or in relation to a specified class of transactions. 
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The DFSA monitors market activity to ensure compliance with the market conduct standards set 
out in ML 2004 and, if it identifies any potential market misconduct, it may direct the DME, as 
an AMI under the DFS A’s jurisdiction, to take appropriate measures. 

C. Conduct of Business 

Under the RL 2004, the DFSA must establish conduct of business and other rules and 
monitor compliance with those rules. Accordingly, the DFSA has adopted detailed rules 
applicable to Authorized firms, including rules relating to: ( 1) the handling and recording of 
customer complaints; (2) the responsibility of a firm for its employees and agents; (3) 
solieitation, advertising and publishing, including detailed restrictions on cold-calling; (4) risk 
and product information disclosure; (5) contents of customer agreements, including provisions 
for discretionary accounts; (6) “know your customer” and suitability of investment products of 
customers; (7) disclosure of material interests; and (8) disclosure of charges and other 
remuneration. The DFSA has also established Principles for Business (Principles)* which 
articulate standards for Authorized firms in areas such as integrity, skill, care and diligence, 
management, systems and controls, resources, market conduct, information and interests, 
conflicts of interest, suitability, customer assets and money and relationship with regulators. 

D. Treatment of Customer Funds and Property 

All Authorized firms (including all Authorized members) who receive or hold money 
from or on behalf of clients in the course of providing financial services are required to comply 
with the DFSA’s Client Money Rules set forth in the COB. This requires client money to be 
protected in the event of the insolvency of the Authorized firm.” Authorized firms must comply 
with the Client Money Rules if they hold and control money for: (1) a client who is an 
individual (other than an individual who has opted out of Client Money Rules by written 
consent); (2) any client in connection with discretionary investment management services; and 
(3) any other client to whom the Authorized firm has agreed to provide the protections conferred 
under DFSA Client Money Rules. Such clients are referred to as segregated clients. 

COB Rules require Authorized firms to keep client money in a separate client account 
and not to mix the client money of segregated clients with the Authorized firm’s monies.** 
Detailed requirements relating to client money include the requirement to reconcile client 
accounts at least once every 25 days.*’ An Authorized firm must: (1) reconcile the individual 


** See note 5 1 . 

*' Client money is defined as money which, in the course of carrying on investment business, a firm holds in 
respect of any investment agreement entered into, or to be entered into, with or for a client, or which a firm treats as 
client money in accordance with the Client Money Rules (e.g., money not immediately due and payable to the firm 
for its own account). 

** A client account is defined as an account which: (1) is held with a third party agent; (2) is established to hold 
client assets; (3) is maintained in the name of; (i) if a domestic firm, the Authorized firm; or (ii) if a non-domestic 
firm, a nominee company controlled by the authorized firm; and (4) includes the words “Client Account” in its title. 

*’ The reconciliation must include: (1) a full list of individual segregated client credit ledger balances, as recorded 
by the Authorized firm; (2) a full list of individual segregated client debit ledger balances, as recorded by the 
Authorized firm; (3) a full list of unpresented checks and outstanding deposit; (4) a full list of client account cash 
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credit ledger balances, client account cash book balances, and the third party agent client account 
balances; (2) check that the balance in the client accounts as at the close of business on the 
previous day was at least equal to the aggregate balance of individual credit ledger balances as at 
the close of business on the previous day; and (3) ensnre that all shortfalls, excess balances and 
unresolved differences, other than differences arising solely as a result of timing differences 
between the accounting systems of the third party agent and the Authorized firm, are investigated 
and, where applicable, corrective action taken as soon as possible.*” 

The treatment of non-cash collateral in the event of the insolvency of the Authorized firm 
depends on the terms on which it has been deposited with that firm (and on the terms that the 
Authorized firm has deposited it with others, such as a custodian or clearing house). COB Rules 
impose detailed custody requirements of customers’ investments, to include giving the member 
the responsibility for safekeeping documents of title and certificates and requiring the 
registration of investments in the customer’s name or in another appropriate manner to safeguard 
client investments. A number of disclosures must also be made to the customer in certain 
circumstances so that the customer understands the custody arrangements. These include: (1) the 
basis of any terms governing the manner in which the collateral will be held, including any rights 
which the firm may have to dispose of the collateral; (2) if applicable, that the collateral will not 
be registered in that client’s own name (from which it follows that there is no requirement that 
the collateral will be so registered); (3) if applicable, that the firm proposes to return to the client 
collateral other than the original collateral or original type of collateral; and (4) in the event of 
insolvency, any excess collateral will be sold and the resulting funds will be distributed in 
accordance with the DFSA Client Money Distributions Rules, 

E. Market Integrity 

COB Rules prohibit Authorized members from trading accounts that are the subject of 
investment research until customers have had an opportunity to act upon such research. COB 
Rules also prohibit Authorized members from churning contracts. They also require strict 
recordkeeping of each transaction so that a full audit trail is established. In addition, ML 2004 
makes it an offense to make a misleading or untrue statement, or to refrain from disclosing a fact 
that is necessary to make the statement not misleading, which significantly affects, or would 
reasonably be expected to have a significant effect on, the market price or value of investments. 

The power to initiate prosecutions for these offenses lies with the DFSA, which also has 
the power to obtain injunctions to prevent violations of RL 2004 provisions. The maximum fines 
for these offenses are potentially unlimited, ML 2004 provides for various market abuse 
offenses and allows the DFSA to impose unlimited fines on any regulated or unregulated firm or 
other person for certain types of behavior occurring with respect to various investments, 


book balances; and (5) formal statements from third party agents showing account balances as at the date of 
reconciliation. 

*” An Authorized firm must perform the reconciliations within 10 days of the date to which the reconciliation 
relates. A member firm may agree with any client to opt out of the client money rules as long as there is written 
consent from that client. 
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including; (1) fraud or market manipulation, (2) misleading or deceptive conduct, and (3) 
inducing a person to deal under false statements or promises or forecasts. 

F. Other Customer Protections and Standards of Conduct 

In addition to the COB Rules, the DFSA has set out a number Principles that must be 
followed by Authorized firms. Firms must also comply with DFSA Rules of general 
application, such as those contained in the GEN and Anti-Money Laundering Module (AML). 
The COB and AML Rules include; (1) a requirement to identify your customer; (2) a best 
execution requirement; (3) a prohibition on churning; (4) rules on disclosure of material 
interests; (5) rules regulating customer order priority; (6) rules on aggregation and allocations; 
(7) rules designed to ensure suitability; (8) a requirement to maintain compliance procedures; 
and (9) rules requiring that confirmation of transactions and periodic statements be provided to 
customers.^- 

The DFSA Rules comport with and complement UAE federal laws, in particular Federal 
Law No. 4 of 2002, which criminalizes money laundering in the UAE,” and Federal Law No. 1 
of 2004 regarding anti-terrorism within the UAE. DFSA Rules specifically require firms to 
establish and verify the identity of any customer with or for whom the firm acts or proposes to 
act. In establishing and verifying a customer’s true identity, a firm must obtain sufficient and 
satisfactory evidence on a risk-based approach. The membership section of the DME Rulebook 
sets out specific requirements for members to comply with to ensure compliance with the DFSA 


” These Principles are articulated as follows; Principle 1 — Integrity; An Authorized finn must observe high 
standards of integrity and fair dealing; Principle 2 — Due skill, care and diligence: In conducting its business 
activities an Authorized firm must act with due skill, care and diligence; Principle 3 — Management, systems and 
controls: An Authorized firm must ensure that its affairs are managed effectively and responsibly by its senior 
management. An Authorized firm must have adequate systems and controls to ensure, as far as is reasonably 
practical, that it complies with legislation applicable in the DIFC; Principle 4 — Resources: An Authorized firm 
must maintain and be able to demonstrate the existence of adequate resources to conduct and manage its affairs. 
These include adequate financial and system resources as well as adequate and competent human resources; 
Principle 5 ■ — Market conduct; An Authorized firm must observe proper standards of conduct in financial markets; 
Principle 6 — Information and interests: An Authorized firm must pay due regard to the interests of its customers 
and communicate information to them in a way which is clear, fair and not misleading; Principle 7 — Conflicts of 
interest: An Authorized firm must take all reasonable steps to ensure that conflicts of interest between itself and its 
customers and between one customer and another are identified and then prevented or managed in such a way that 
the interests of a customer are not adversely affected; Principle 8 — Suitability: An Authorized fiim must take 
reasonable care to ensure the suitability of its advice and discretionary decisions for customers who are entitled to 
rely upon its judgement; Principle 9 — Customer assets and money: Where an Authorized firm has control of or is 
otherwise responsible for assets or money belonging to a customer which it is required to safeguard, it must arrange 
proper protection for them in accordance with the responsibility it has accepted; Principle 10 — Relations with 
regulators: An Authorized firm must deal with regulators in an open and co-operative manner and keep the DFSA 
promptly informed of significant events or anything else relating to the Authorized firm of which the DFSA would 
reasonably expect to be notified. 

Authorized firms are also required to take reasonable steps to ensure that communication of information and 
marketing material is clear, fair and not misleading. The contents of documentation provided by an Authorized firm 
to a customer are also regulated under COB Rules. 

” Article 3(1) of Federal Law No. 8 of 2004 explicitly provides that UAE Law No. 4 of 2002 applies to ail 
activities within the DIFC. 
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Rules, UAE Law and DME internal requirements relating to customer identity. Records of 
verification evidence must be maintained by the member, as required, for at least 6 years after 
termination of the relevant membership. 

G. Regulation of DME as an AMI 

DME is an AMI under the DFSA pursuant to RL 2004. RL 2004 established a principle- 
based framework for the licensing and supervision of AMIs and for taking regulatory action 
against those institutions. This framework is supplemented by supervisory powers and other 
requirements relating to AMIs specified in ML 2004. Based on RL 2004 and ML 2004, DFSA 
promulgated the AMI Module of the DFSA Rulebook regulating the activities of the AMIs. 

To be licensed as an AMI, and to maintain that status, an exchange must satisfy the 
DFSA, on an ongoing basis, that it meets the requirements set out in the DFSA’s AMI Module. 
The AMI Module requires an exchange to ensure that business conducted on its facilities is 
conducted in an orderly manner so as to afford proper protection to market participants. 
Furthermore, the exchange is required to have in place adequate systems and controls concerning 
the transmission of information, the assessment and management of risks to the performance of 
the exchange’s functions and the effecting and monitoring of transactions executed on or through 
the exchange. The exchange is also required to provide, or to make arrangements for a third 
party to provide, clearing and settlement of exchange transactions. 

An exchange is required to monitor compliance with and enforce its rules, which is 
generally achieved through disciplinary action against members for non-compliance.” The 
exchange is also required to cooperate with other regulatory bodies, by the sharing of 
information or otherwise, to maintain high standards and prevent abuse. An exchange must 
ensure that satisfactory arrangements are in place for securing the timely discharge of the rights 
and liabilities of the parties to transactions conducted on or through its facilities. To that end, 
DME has chosen to outsource the provision of some of these services to NYMEX, a Recognized 
Body under the DFSA Rules. 

RL 2004 makes AMIs accountable for their actions to the DFSA and gives the DFSA the 
powers of direction over AMIs. The DFSA exercises this oversight in a number of ways, the 
central element of which is an ongoing assessment of whether an AMDs mles, procedures and 
practices are adequate for the protection of investors and the maintenance of an orderly market. 
To this end, the DME is required by the RL 2004 to report the conduct of and the performance of 
the Exchange’s regulatory ftmctions." The DME is also required, by the AMI Module, to 


Sanction.s available to the DME pursuant to its Disciplinary Rules include censure, fines of no more than 
$ 1 ,000,000, and suspension of membership rights and privileges. 

As an AMI, DME is required to have effective arrangements for the investigation and resolution of complaints 
in connection with the performance, or failure to perform, any of its regulatory functions. Accordingly, DME Rules 
require the Exchange to investigate and resolve such complaints. Among other things, the Rules require objective 
consideration of the complaint, a timely response thereto, a fair and impartial investigation and preparation of a 
report. 
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consult with and gain prior approval from the DFSA for any amendment to its business rules,® 
DME is also required to consult with the DFSA regarding the introduction of new products and 
trading mechanisms. 

The DFSA carries out risk assessments of the DME on at least an annual basis. This 
assessment helps to identify any regulatory risks that DFSA perceives may exist and to 
communicate those identified risks to DME, The DFSA expects DME to put into place a plan to 
ensure that the risks are acknowledged and either eliminated or mitigated to the satisfaction of 
the DME’s governing body and the DFSA. The DFSA has produced formal guidance setting out 
what it considers the AMI license requirements to mean in practice, including guidance on 
“proper markets” with respect to on-exchange business. 

H. Regulation by DME 

I. Introduction 

Under the DME’s regulatory regime, all members and guaranteed customers, regardless 
of their presence in DIFC, DFSA status, or home jurisdiction, are governed by DME Rules. The 
construction of DME Rules or disputes arising thereunder is governed by DIFC law, with the 
exception of those Rules governing the terms of the contracts to be traded on the Exchange. 

Rules relating to contract terms are governed by the same law that governs the contract itself” 
Issues relating to whether a contract exists are determined by DIFC law pursuant to DME Rules, 
NYMEX Rules, including default rules and margin requirements, which are governed by New 
York law, apply to NYMEX clearing members and to any default by a clearing member on DME 
contracts, once they have been accepted by NYMEX for clearing. 

Under DME Rules, any claim, dispute, grievance or controversy arising out of DME 
Rules, or out of or in connection with market contracts,® falls under the exclusive jurisdiction of 
DIFC courts (whether applying English or DIFC law). However, DME has discretion to take 
proceedings in any competent jurisdiction. In addition, DME Rules create an exception to the 
above and provide that any federal or state court located in New York, New York shall have 
exclusive jurisdiction to settle any dispute, claim, grievance or controversy involving NYMEX 
arising out of, or in connection with DME Rules. 


In urgent cases, the DFSA may, on 'written application by the AMt, dispense with prior consultation 
requirements. 

” Pursuant to DME Rules, English law govem,s the DME’s Oman Sour Crude futures contract. West Texas 
Intermediate versus Oman Financial Spread futures contract, and Brent versus Oman Financial Spread futures 
contract. Any obligations associated with delivery of the underlying commodity under the contract are also 
governed by English law. 

® A market contract is defined as "a contract in the terras of an Exchange Contract entered into by a Member or 
Designated Non-Member which is either: (i) a contract nrade on the Exchange; (ii) a contract made on an exchange 
to whose undertaking the Exchange has succeeded whether by amalgamation, merger or otherwise; or (iii) a contract 
in the making which the .Member or Designated Non-Member was subject to the Rules." 



Michael M. Philipp, Esq. 
Page 27 


707 


DME Rules provide for mandatory arbitration for disputes between members if the 
dispute arises out of transactions executed on the DME or relates to the business of such member 
on the Exchange. In disputes between members and customers that arise out of transactions 
subject to DME Rules, arbitration is mandatory upon the election of the customer. The location 
of any arbitration proceeding under DME Rules will be London, England, and any proceeding 
will be conducted subject to English law, specifically the Arbitration Act of 1996. 

2. Trading on DME 

Modeled after NYMEX trading rules, notably NYMEX’s trade practice rules relating to 
trading standards, DME Trading Rules govern trading on the Exchange. DME contracts are 
competitively traded via DME Direct.” Market participants may also negotiate exchange of 
futures for swaps (EPS) or exchange of futures for physicals (EFP) transactions in designated 
DME contracts off of the Exchange pursuant to DME Rules and post an EPS or EFP transaction 
to NYMEX through NYMEX ClearPort Clearing (CPC). 

3. Market Integrity and Investor Protection 

DME has implemented a monitoring and surveillance program that includes floor 
surveillance, member monitoring, trade practice surveillance, market surveillance, and financial 
and risk management. This program covers the activities of members and all other participants 
who have direct access to DME Direct, including seat lessees, guaranteed customers and ATUs. 
On a day to day basis, DME’s CCO, supported by the Director of Membership Surveillance and 
the Manager of Market Surveillance, is responsible for ensuring the effectiveness of the 
monitoring and surveillance programs. The performance of financial surveillance of members is 
aided by NYMEX and, under the terms of the GSA, NYMEX also assists the DME in 
performing trade practice surveillance, market surveillance and financial surveillance. DME, 
however, maintains overall control of the monitoring and surveillance programs. 

With respect to floor surveillance, the DME’s Member Surveillance Department (MSD) 
routinely observes traders engaged in electronic trading from hubs and individual trading stations 
on the Exchange Floor at random times during the trading day and when and if special market 
conditions exist. Among other things, floor surveillance is used to: (1) determine affiliations 
between members and users, (2) identify unusual trading patterns for particular members or other 
users, and (3) monitor members’ activities on the floor. DME compliance staff also has the 
ability to conduct audio surveillance and monitor the telephone conversations of floor members 
if the need arises. 

Under DME Rules, members must afford the DME CCO access to documents, 
information, premises and personnel. MSD monitors members for compliance with DME Rules 
by reviewing documents and materials provided by members, visiting member premises and 


DME Rules provide that no ATU .shall make any purchase or sale, or enter an order through the trading 
platform, to affect a trade that has been pre-arranged. DME Rules provide a limited exception for trades effected 
through pre-execution discussions. 
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interviewing member personnel. The member monitoring program covers areas such as order 
handling, audit trails, client documentation of terms of business and customer agreements, 
business conduct, member’s own surveillance programs and back office processes. The MSD 
reviews member order handling procedures for consistency with DME Rules and such COB 
requirements as prevention of market misconduct. MSD also reviews member recordkeeping 
procedures to ensure the audit trail complies with DME Rules requiring an accurate and 
comprehensive audit trail of member activities in DME products. 

The DME CCO is responsible for detection and investigation of potential abuses in 
trading on DME and for enforcement against such abuses. MSD, DME Market Surveillance 
Department (MktSD), NYMEX Trading Practice Division (NYMEX TPD) and NYMEX Market 
Surveillance Division (NYMEX MSD) provide support to the CCO. The MSD conducts 
electronic trade practice surveillance to protect and detect breaches of DME Rules and applicable 
law in the DIFC relating to market misconduct and anti-money laundering. NYMEX TPD, with 
the assistance of NYMEX MSD, conducts computerized trade practice monitoring and 
surveillance. NYMEX uses its computerized surveillance program, TXN, to detect possible 
trading violations and to assist in the investigation of trade practice abuses. TXN permits 
analysts to select default or customized parameters to create reports that focus on particular types 
of trading violations, members, or suspected patterns of violations. Specifically, TXN is used to 
detect practices such as trading ahead, pre-arranged trading, “unfair” fill prices, fraudulent 
trading activity on day trading accounts, and abusive cross trades. 

MktSD conducts market surveillance for DME, including monitoring of futures and cash 
market prices, market news, volume and open interest and data on positions in each DME 
contract. For price monitoring, analysts monitor market developments, changes in futures and 
cash prices, and spread relationships in the DME market. MktSD uses third-party data providers 
such as the Bloomberg News Service, which provides real-time news, cash market prices and the 
ability to chart historical price relationships for the DME markets. Research concerning market 
participants is conducted on the Nexis computer database. Analysts also consult with a 
computerized record of historical Exchange prices, the data sheet, and review trade publications. 
MktSD also monitors volume and open interest, reviewing the previous day’s trading volume 
and open interest for DME contracts on a daily basis. Volume data for DME contracts is 
available online and can be sorted by contract and trade date. Open interest data can be obtained 
from Daily Open Interest Reports generated by NYMEX. Exception reports generated by the 
NYMEX Large Trade Reporting system enable the analysts to determine what percentage of 
open interest a reportable trader’s position represents. NYMEX’s Statistics Department provides 
historical data on price, volume, and open interest to MktSD analysts, w'ho can also access intra- 
day volume data through TMS and a daily “snap shot” of positions of any NYMEX clearing 
member. 

NYMEX Clearing rules require clearing members, omnibus accounts and foreign brokers 
to provide NYMEX and the CFTC with close of business position data for all accounts which 
exceed reportable levels. These NYMEX Clearing rules apply to DME contracts and, thus, any 
DME member or other market participant whose positions exceed reportable levels reports to 
NYMEX required information on a daily basis. NYMEX in turn makes DME large trader 
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reporting data available to the CFTC for financial surveillance purposes.™ To enhance detection 
of breaches of DME Rules, DME consults with NYMEX on a weekly basis to review all large 
trader exception reports. 

DME will receive assistance with respect to financial surveillance and risk management 
from NYMEX, which has extensive surveillance and compliance operations and procedures to 
monitor and enforce compliance with the NYMEX Clearing rules and DME Rules pertaining to 
the trading, position sizes and financial condition of members. NYMEX Clearing has extended 
its daily, weekly, monthly and periodic surveillance operations to trades entered into on DME 
pursuant to the GSA. Under the GSA, NYMEX conducts ongoing financial surveillance and risk 
management and analysis of members to ensure they comply with DME and NYMEX financial 
rules. 


4. Disciplinary Arrangements 

DME monitors compliance with its Rules and settlement arrangements through a 
combination of its own resources and those of NYMEX. DME’s Disciplinary Rules provide that 
enforcement of such compliance is the responsibility of DME’s Compliance Department. 
NYMEX provides further support, particularly in relation to information sharing and 
investigative assistance. The CCO takes the lead on all investigations and disciplinary matters 
(other than certain summary action). 

DME’s Disciplinary Rules are largely the same as those at NYMEX, but they have been 
adapted to comply with the requirements of the DFSA. Pursuant to its Rules, DME has 
procedures to deal effectively with complaints about the conduct of its members and guaranteed 
customers. Such complaints and any potential rule violations uncovered as a result of its 
surveillance regime are investigated promptly and rigorously by the Compliance Department, 

The investigative process itself is subject to careful review by the Disciplinary Committee, 
comprised of a chairman, four committee members (including one person who is not a director, 
officer or employee of any member or of any affiliate of any member), and an alternate (who 
must be a person who is not a director, officer or employee of any member or of any affiliate of 
any member). If the Compliance Department and Disciplinary Committee are satisfied that there 
is a reasonable basis to conclude that a rule violation has occurred, disciplinary action is taken. 
Potential rule violations may also be referred to other regulatory authorities for action as 
appropriate. 

The Disciplinary Rules provide for a respondent’s case to be heard and decided fairly and 
impartially, within a reasonable time, and for a respondent to be penalized appropriately if found 
to have breached a Rule. Possible sanctions include censure, fines of not more than one million 
dollars, orders of restitution and suspension of, or expulsion from, membership or access to 
DME’s facilities (or some combination of these sanctions), and reflect the seriousness of the 


“ In connection with large position monitoring, NYMEX retains the data in a data bank known as the Large 
Trader Reporting system which generates various reports that both DME and NYMEX use, including the Customer 
Position Ranking Report and the Futures Open Exception Report. 
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offense.'’' In all disciplinary cases, DME’s decision may be appealed to an independent and 
impartial Appeal Committee composed of three members. The chairman and alternate must be 
lawyers by profession, with at least ten years practice, who have relevant experience and who are 
not a director, officer or employee of any member or any affiliate of any member. The 
procedures for hearing such appeals are designed to ensure that an appellant’s case is dealt with 
promptly and fairly. 

VI. INFORMATION-SHARING 


The DFSA mandates that an AMI must he able and willing to co-operate with the DFSA 
or other appropriate regulatory authorities with regard to regulatory matters when required. In 
obtaining Authorization from the DFSA, DME has satisfied the DFSA of its ability and 
willingness to do so. DFSA guidance states that in assessing this cooperation, the DFSA may 
have regard to the extent to which the constimtion and rules of the AMI enable it to obtain 
information from members and to disclose otherwise confidential information to the DFSA and 
other appropriate bodies and whether the AMI participates in appropriate international forums. 
You represent that DME has taken steps to enter into agreements to fulfill this information 
sharing obligation and has various Rules to facilitate such cooperation.” 

As set forth more fully below, pursuant to the terms and conditions of the no-action relief 
provided herein, the Division will be entitled to receive certain specified information regarding 
DME, DME Direct and DME’s market participants directly from DME. Additional information 
relevant to DME and DME’s market participants will be available to the Commission and its 
staff under the terms of certain information-sharing arrangements to which both the CFTC and 
the DFSA are parties. The arrangements include, without limitation, the IOSCO Multilateral 
Memorandum of Understanding Concerning Consultation and Cooperation and the Exchange of 
Information (MMOU) dated October 1 6, 2003, the Protocol Concerning Mutual Assistance, 
Information Sharing and Cooperation signed by the CFTC and DFSA on December 1, 2005, and 
the Declaration on Cooperation and Supervision of International Futures Exchanges and 
Clearing Organizations, as amended March 1998 (commonly known as the Boca Declaration). 
By letter dated February 13, 2007, the DFSA confirmed that the information-sharing 
arrangements would extend to information requested by the Commission in connection with the 
activities conducted pursuant to any no-action relief granted by the Commission, or any Division 


DME also has the power to suspend members and to terminate access to its facilities on the occurrence of 
specified default events. 

You represent that DME is currently seeking to sign the companion memorandum of understanding to the Boca 
Declaration, the Exchange International Information Sharing Memorandum of Understanding and Agreement, 
which provides for the sharing of information between market authorities upon the occurrence of certain triggering 
events, and that NYMEX, on behalf of DME, has initiated steps with the Inter Market Surveillance Group (ISG) for 
the DME to become a member of the ISG. Pursuant to the GSA, NYMEX has agreed to share all information 
relevant to DME trades with DME. DME may pass on any information it deems appropriate to the regulatory 
authorities for the purposes of prevention or detection of financial crime. 
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thereof, in connection with the placement in the U.S. of electronic facilities providing access to a 
DFSA-regulated market or products traded through a DFSA-regulated market, “ 

VII. CONCLUSION 


Consistent with the Commission's Policy Statement and the June 2 Order, the Division 
has reviewed and considered DME's No-action request and the information and documentation 
forwarded to the Division in support thereof Among other things, the materials furnished by 
DME indicate that DME and its Authorized members and guaranteed customers present in the 
DIFC are subject to oversight in the DIFC by a regulatory regime that is based upon regulatory 
objectives that generally are equivalent to those in the U.S.; that the regulatory regime provides 
basic protections for customers trading on DME’s market and for the integrity of the market 
itself; that DME and its regulatory authority employ surveillance, compliance and enforcement 
mechanisms designed to ensure compliance with statutes and DME’s and DFSA’s rules and 
regulations; that DME adheres to the IOSCO Principles; and that adequate infomiation-sharing 
arrangements applicable to the activities of DME are in place. The materials furnished by DME 
also indicate that its Recognized members are subject to oversight by a regulatory regime that is 
based upon regulatory objectives that generally are equivalent to those in the U.S. and that all 
members and guaranteed customers must comply with DME Rules and applicable DFSA Rules.^" 

Based specifically upon these and other representations made by DME in support of its 
No-action request, the Division has determined that granting no-action relief to DME and its 
members and guaranteed customers would not be contrary to the public interest. Accordingly, 
subject to compliance with the terms and conditions stated herein, the Division will not 
recommend that the Commission institute enforcement action against DME or its members or 
guaranteed customers if DME does not seek designation as a DCM or registration as a DTEF 
pursuant to Sections 5 and 5a, respectively, of the Act or comply with any other section of the 
Act or Commission regulations relating specifically to DCMs or DTEFs if (1) DME members 
and guaranteed customers in the U.S. trade for their own accounts through direct access to DME 
Direct; (2) DME members and guaranteed customers who are registered with the CFTC as FCMs 
or who are Rule 30.10 Firms submit orders from or on behalf of U.S. customers for transmission 
through direct access to DME Direct; (3) DME members and guaranteed customers who are 
registered with the CFTC as CPOs or CTAs, or who are exempt from such CPO or CTA 
registration pursuant to Commission Regulation 4.13 or 4. 14, submit orders on behalf of U.S. 
pools they operate or U.S, customer accounts for which they have discretionary authority, 
respectively, for transmission through direct access to DME Direct, provided that an FCM or 
Rule 30.10 Firm acts as clearing firm with respect to all activity conducted by such CPOs and 


Letter from David tCnoit, Chief Executive, DFSA, to Reuben Jeffery III, Chairman, Commodity Futures 
Trading Commission (February 1 3, 2007). 

The Division notes that the foregoing is not intended to be an exhaustive list of the factors relevant to its 
decision to grant the no-action relief requested by DME nor of the factors that the Division might consider when 
analyzing no-action requests from other exchanges. No-action requests, by their nature, require case-by-case 
evaluation and the Division’s conclusion regarding any particular no-action request will be based upon the facts and 
circumstances presented at the time of its review of that request. 
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CTAs through the submission of orders on DME Direct; and/or (4) DME members and 
guaranteed customers who are registered with the CFTC as FCMs or who are Rule 30. 10 Firms 
accept orders for U.S. customers transmitted via AORS for submission to DME Direct. 

The Division's no-action position shall become effective immediately with respect to the 
following DME contracts: 

• Oman Sour Crude futures, 

• West Texas Intermediate (WTI) - Oman Financial Spread futures, and 

• Brent - Oman Financial Spread futures. 

If additional futures and option contracts become available for trading through DME 
Direct, DME may make such futures and option contracts available for trading by direct access 
from the U.S. in accordance with the provisions of the Commission's Notice of Revision of 
Commission Policy Regarding the Listing of New Futures and Option Contracts by Foreign 
Boards of Trade that have Received Staff No- Action Relief to Provide Direct Access to their 
Automated Trading Systems from Locations in the United States.*^ 

The scope of the Division's no-action position is restricted to providing relief from the 
requirement that DME obtain DCM designation or DTEF registration pursuant to Sections 5 and 
5a, respectively, of the Act and regulatory requirements that flow specifically from the DCM 
designation and DTEF registration requirements if the above-referenced contracts are made 
available in the U.S. for trading through DME Direct in the manner set forth herein. The 
Division's no-action position does not extend to any other provision of the Act, any other 
Commission regulations or orders, or to any registered futures association rules and does not 
excuse DME or its members from compliance with any applicable requirements thereunder, Nor 
does the no-action position alter, restrict, or expand the coverage of existing Commission 
exemptions for particular products. 

The Division specifically notes that its no-action position does not alter the general 
requirement that a firm operating pursuant to the no-action relief provided herein must be 
appropriately registered or exempt from such registration to engage in the offer or sale of a 
foreign futures contract or a foreign option transaction for or on behalf of a U.S. customer. For 
example, nothing in thi.s letter is intended to alter current Commission rules that require that any 
foreign firm that clears trades on a fully-disclosed basis on behalf of U.S. persons (including 
where the U.S. person is a non-clearing member of a foreign board of trade trading solely for its 
own account) be a registered FCM or a Rule 30.10 Firm.“ However, if a foreign firm solely 


71 Fed. Reg. 19877 (April 18, 2006); corrected at 71 Fed. Reg. 21003 (April 24, 2006). The Notice of Revision 
does not apply to broad-based stock index futures and option contracts that are covered by Section 2(a)(1)(C) of the 
Act. Foreign boards of trade are required to seek and receive written supplemental no-action relief from 
Commission staff prior to offering or selling such contracts through U.S. -located trading systems. 

At this time, the Commission has not issued a Rule 30.10 order to DMF, permitting its members to conduct 
brokerage activities on behalf of U.S. persons without having to register as an FCM. However, DME members 
otherwise may qualify as a Rule 30. 10 firm pursuant to other orders issued by the Commission pursuant to Rule 
30.10. See, e g.., 61 Fed. Reg. 3078.6 (May 8, 2002) (permitting firms authorized by Eurex Deutschland to solicit 
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carries accounts on behalf of U.S. customers that are the foreign firm’s or any registered FCM’s 
proprietary accounts (as defined in Rule 1 .3(y)) or the foreign firm is either a member of the 
relevant foreign board of trade or is a foreign affiliate of a registered FCM and its sole contact 
with a U.S, customer is that it carries the FCM's omnibus account, then the firm need not register 
under Rule 30,4 nor confirm relief under Rule 30.10. 

Moreover, the Division's no-action position does not amend, revise, or negate the 
obligations of CPOs, CTAs, FCMs and Rule 30.10 Firms under the Act, Commission 
regulations, or Rule 30.10 orders. For example. Rule 30.10 Firms continue to be prohibited from 
maintaining a presence in the U.S. Thus, Rule 30.10 Firms carmot provide direct access to DME 
Direct in the U.S. (although they would be permitted to accept orders overseas from customers 
located in the U.S. that submit such orders by telephone or through an AORS located in the 
U.S.). FCMs or Rule 30.10 Firms who solicit or accept orders from U.S. customers for trading 
on DME Direct remain responsible for, among other things, complying with risk disclosure, the 
handling and allocating of customer orders, and the segregation of customer funds. 

The Division's no-action position does not affect the Commission's ability to bring 
appropriate action for fraud or manipulation. The Division specifically notes that the use of 
AORSs to transmit orders to DME Direct shall be subject to all existing Commission mles and 
regulations and to any future rules or guidance issued by the Commission or the Division. 
Finally, this letter does not address issues that might arise under the Securities Act of 1933, the 
Securities Exchange Act of 1 934, or any other applicable federal securities law or mle 
promulgated thereunder. 

The Division's no-action position is subject to compliance with the following conditions: 

1 . DME will, at all times, continue to satisfy the criteria for designation as an AMI under 
the applicable laws of the DIFC with respect to the transactions effected through DME Direct. 

2. The DIFC laws, systems, rules, and compliance mechanisms applicable to DME will 
continue to require DME to maintain fair and orderly markets; prohibit fraud, abuse, and market 
manipulation; and provide that such requirements are subject to the oversight of the DFSA. 

3. DME will continue to adhere to the IOSCO Principles for the Oversight of Screen-Based 
Trading Systems for Derivatives Products, as updated, revised, or otherw'ise amended to the 
extent consistent with U.S. and DIFC law. 

4. Members and guaranteed customers will only have direct access (i.e., not through an 
AORS) to DME Direct from the U.S. if a clearing member guarantees and assumes all financial 
responsibility for all activity conducted through the members’ or guaranteed customers’ direct 
access connection to DME Direct. DME will not provide, and will take reasonable steps to 
prevent third parties from providing, such access to DME Direct to persons other than DME 


and accept orders from U.S. persons for otherwise permitted transactions on ail non-U. S. exchanges where such 
members are authorized to conduct business on behalf of customers pursuant to German law). 
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members and guaranteed customers that are guaranteed by a clearing member.'”' 

5. All orders that are transmitted through DME Direct by a DME member or guaranteed 
customer that is operating pursuant to the no-action relief provided herein will be solely for the 
member’s or guaranteed customer’s own account unless (i) such member or guaranteed customer 
is registered with the CFTC as an FCM or is a Rule 30.10 Firm, or (ii) such member or 
guaranteed customer is registered with the CFTC as a CPO or CTA, or is exempt from such 
registration pursuant to Commission Regulation 4. 13 or 4. 1 4, provided that an FCM or Rule 
30.10 Firm acts as clearing firm with respect to all activity conducted by such CPO or CTA 
through the submission of orders on DME Direct. 

6. All orders for U.S. customers accepted through an AORS and transmitted by a member or 
guaranteed customer through DME Direct will be intermediated by a member that is either 
registered with the Commission as an FCM or is a Rule 30.10 Firm and all U.S. customers must 
qualify as Clients under DFSA COB Rule 3.2. 

7. Prior to operating pursuant to the no-action relief provided herein, DME will require each 
current and prospective member that is not registered with the Commission as an FCM, a CTA 
or a CPO to execute and file with DME a written representation, executed by a person with the 
authority to bind the member, stating that as long as the member operates pursuant to the no- 
action relief provided herein, the member agrees to and submits to the jurisdiction of the 
Commission with respect to activities conducted pursuant to the no-action relief DME will 
maintain the foregoing representations as long as the relevant member is operating pursuant to 
the no-action relief and shall make such representation available to the Commission upon the 
request of a Commission representative. 

8. Prior to their operating pursuant to the no-action relief provided herein, DME will require 
each cunent and prospective member that is not registered with the CFTC as an FCM, a CTA or 
a CPO to execute and file with DME a valid and binding appointment of a U.S. agent for service 
of process in the U.S. pursuant to which the agent is authorized to accept delivery and service of 
“communications” issued by or on behalf of the Commission.** DME will maintain the 
foregoing appointments as long as the relevant member is operating pursuant to the no-action 
relief and shall make such appointments available to the Commission upon the request of a 
Commission representative. 

9. Prior to their operating pursuant to the no-action relief provided herein, DME will require 
each current and prospective member that is not registered with the CFTC as an FCM, a CTA or 
a CPO to file with DME a written representation, executed by a person with the authority to bind 
the member, stating that as long as the member operates pursuant to the no-action relief provided 


Members include those persons identified in footnote 3 for the purposes of this no-action letter and the 
conditions imposed upon the relief provided herein. 

** For purposes of these conditions, “communications” is defined to include any summons, complaint, order, 
subpoena, request for information, or notice or any other written or electronic documentation or correspondence 
issued by or on behalf of the Commission. 
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herein, the member will provide, upon the request of the Commission, the U.S. Department of 
Justice and, if appropriate, the National Futures Association (NFA), prompt access to original 
books and records maintained at their United States offices as well as to the premises where 
DME Direct is installed or used in the U.S. DME will maintain the foregoing representations as 
long as the relevant member is operating pursuant to the no-action relief and shall make such 
representations available to the Commission upon the request of a Commission representative. 

1 0. Prior to operating pursuant to the no-action relief provided herein, DME will file with the 
Division, and maintain thereafter as long as DME, its members, or DME Direct operates 
pursuant to the no-action relief, a valid and binding appointment of a U.S. agent for service of 
process in the U.S., pursuant to which the agent is authorized to accept delivery or service of 
“communications”, as defined above, that are issued by or on behalf of the Commission. 

11. DME will maintain the following updated information and submit such information to the 
Division on at least a quarterly basis, and at any time promptly upon the request of a 
Commission representative, in the format reflected in the attachment to this letter; 

a. For each contract available to be traded through DME Direct, (i) the total trade 
volume originating from electronic trading devices providing access to DME Direct in 
the U.S. , (ii) the total trade volume for such products traded through DME Direct 
worldwide, and (iii) the total trade volume for such products traded on DME generally; 
and 

b. A listing of the names, NFA ID numbers (if applicable), and main business 
addresses in the U.S. of all DME members that have access to DME Direct in the U.S. 

12. DME will request that the DFSA provide to the Division not later than July 1" of each 
year a letter or email confirming that DME retains its authorization in good standing as an AMI 
under the applicable laws of the DIFC or other exchange licensing methodology used in the 
UAE. 

13. DME will promptly provide the Division with written notice of the following: 

a. Any material change in the information provided in its No-action request, 
including any information contained in the documents submitted in support thereof;® 

b. Any material change in DME’s Rules or the laws, rules, and regulations in the 
DIFC relevant to futures and options; 


The Division notes that “material” changes in the infoimation provided to it in support of DME’s No-action 
request would include, without limitation, a modification of: DME's membership criteria, the location of DME’s 
management, personnel or operations (particularly changes that may suggest an increased nexus between DME's 
activities and the U.S.); the basic structure, nature, or operation of DME Direct; or the regulatory or self-regulatory 
structure applicable to DME members. 
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c. Any matter known to DME or its representatives that, in DME’s judgment, may 
affect the financial or operational viability of DME, including, but not limited to, any 
significant system failure or interruption; 

d. Any default, insolvency, or bankruptcy of any DME member or guaranteed 
customer known to DME or its representatives that may have a material, adverse impact 
upon the condition of DME, the Clearing House, or upon any U.S. customer or firm; 

e. Any known violation by DME or any DME member or guaranteed customer of 
the terms or conditions of the no-action relief provided herein; and 

f. Any disciplinary action taken by DME against any DME member or guaranteed 
customer operating pursuant to the no-action relief provided herein that involves any 
market manipulation, fraud, deceit, conversion or that results in suspension or expulsion 
and that involves the use of DME Direct to submit orders to DME and either (1) the 
DME member or guaranteed customer against whom the disciplinary action is taken is 
located or based in the U.S. or (2) the disciplinary action results, in whole or in part, from 
conduct that: (i) involves the use of DME Direct; (ii) involves a U.S. customer or firm or 
registered FCM; or (iii) might have a material, adverse impact upon any U.S. customer or 
firm. 

14. A clearing member authorizing a guaranteed customer direct access to DME Direct must 
assist the DME in a timely manner in any investigation into potential violations of DME Rules, 
the Act, or the terms or conditions set forth in the no-action relief provided herein, including, but 
not limited to, requiring the guaranteed customer to provide documents and answer questions 
from the DME and/or to appear in connection with the investigation. 

15. A clearing member authorizing a guaranteed customer direct access to DME Direct will 
suspend or terminate the guaranteed customer’s direct access if DME determines that the actions 
of the guaranteed customer threaten the integrity or liquidity of any contract, violate any DME 
Rules, the Act, or the terms and conditions set forth in the no-action relief herein, or if the 
guaranteed customer fails to cooperate in an investigation. 

16. Information-sharing arrangements satisfactory to the CFTC will be in effect between the 
Commission and the DFSA. 

17. The Commission will be able to obtain sufficient information regarding DME and its 
members and guaranteed customers operating pursuant to the no-action relief provided herein. 
DME will provide directly to the Commission information necessary to evaluate the continued 
eligibility of DME or its members or guaranteed customers for the relief, to enforce compliance 
with the terms and conditions of the relief, or to enable the Commission to carry out its duties 
under the Act and Commission regulations and to provide adequate protection to the public or 
U.S. DCMs and DTEFs. 

1 8. DME will employ reasonable procedures, to be determined by DME, for monitoring and 
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enforcing compliance with the terms and conditions of the no-action relief provided herein. 

The no-action position taken herein is taken by the Division only and does not necessarily 
reflect the views of the Commission or any other unit or member of the Commission's staff. It is 
based upon the information and representations contained in DME's No-action request and the 
materials submitted in support thereof Any materially different, changed, or omitted facts or 
circumstances may render this letter void. The Division specifically notes that it w'ill examine 
the volume information submitted as a condition to the no-action relief provided herein as well 
as any changes in the nature or extent of DME's activities in the U.S. to ascertain whether DME's 
presence in the United States has increased to a level that might wamant reconsideration of the 
no-action relief. Finally, as with all no-action letters, the Division retains the authority to 
condition further, modify, suspend, terminate, or otherwise restrict the terms of the no-action 
relief provided herein, in its discretion. 

If you have any questions regarding this correspondence, please contact Duane C. 
Andresen, Special Counsel, at dandresen@cftc.gov or by phone at (202) 418-5492. 

Very truly yours. 


Richard A. Shilts 
Director 


cc: Gregory C, Prusik, Vice-President Compliance and Registration, NFA 

Branch Chief, Audit and Financial Review Unit, Division of Clearing and Intermediary 
Oversight, Chicago Regional Office 
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Attachment 


Quarterly Trading Volume Report for Foreign Boards of Trade Granted No- 

Action Relief 


Product' 

Volume 
From All 
Terminals'' 

Volume 
From U.S. 
Terminals^ 

Percentage 
From U.S. 
Terminals" 

Total 

Volume’ 

Contract 1 





Contract 2 





Contract 3 





Contract 4 





Totals 






' List each contract that is eligible to be traded through U.S. -based electronic trading terminals, including 
those contracts for which there was no trading volume during the reporting period. 

^ Include the total electronic trading volume worldwide for each contract that is eligible to be traded 
through U.S. -based trading terminals and, in the bottom row, enter the combined total volume worldwide 
for all such contracts, 

^ Include the total electronic trading volume originating from electronic trading devices in the U.S, for 
each eligible contract and, in the bottom row, enter the combined total volume originating from the U.S. 
for all such contracts. 

For each contract, and for all contracts combined, divide the numbers in the Volume From U.S. 
Terminals column by the numbers in the Volume From All Terminals column and enter the percentage 
from U.S. terminals. 

^ Include the total electronic and non-electronic trading volume worldwide for each contract that is 
eligible to be traded through U.S. -based trading terminals, including any trading volume that is not 
generated by trading on the electronic trading system. Numbers should include, as applicable, volume 
originated by open outcry trading as well as volume generated through Basis Trading Facilities, Block 
Trading Facilities, Asset Allocation Facilities, Against Actuals Facilities, Guaranteed Cross Facilities, and 
other such facilities. In the bottom row, enter the combined total volume worldwide for all such 
contracts. 
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CALIFORNIA PUBLIC EMPLOYEES’ RETIREMENT SYSTEM 
STATEMENT OF INVESTMENT POLICY 

FOR THE 

INFLATION-LINKED ASSET CLASS 
February 19, 2008 

This Policy is effective upon adoption and supersedes all previous policies on inflation- 
linked assets, commodities, inflation-linked bonds, infrastructure, and forestland 
(timber). 

I. PURPOSE 

The CalPERS Total Fund Statement of Investment Policy, adopted by the 
CalPERS investment Committee ("Committee’’), sets forth CalPERS' overarching 
investment purposes and objectives with respect to all its investment programs. 

This document sets forth the investment policy ("Policy”) for the Inflation Linked 
Asset Class (“IL Asset Class" or “Program”). The design of this Policy ensures 
that investors, managers, consultants, and other participants selected by the 
California Public Employees’ Retirement System (“CalPERS”) take prudent and 
careful action while managing the Program. Additionally, use of this Policy 
assures sufficient flexibility in managing investment risks and returns associated 
with this Program. 

The Program includes four components; commodities, inflation-iinked bonds, 
infrastructure, and forestland. The Policy includes investment guidelines for the 
Program structure followed by an attachment for each component. 

II. STRATEGIC OBJECTIVE 

The Program shall be managed to accomplish the following: 

A. Prudently achieve long-term returns above inflation; 

B. Diversify CalPERS investments; and 

C. Hedge against inflation risks . 

III. RESPONSIBILITIES 

A. CalPERS’ Investment Staff (“Staff’) is responsible for the following: 


Copyright© 2008 by CalPERS. ReprofJuction of any part of this manual is permissible if reproduction 
contains notice of CalPERS’ copyright as follows: “Copyright © 2008 by CalPERS” 
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1. All aspects of portfolio management including monitoring, 
analyzing, and evaluating performance relative to the appropriate 
benchmark. 

2. Reporting to the Committee quarterly or more frequently if needed 
about the performance of the Program, 

3. Monitoring the implementation of, and compliance with, the 
Policy. Staff shall report material concerns and all Policy 
violations in a timely manner and in writing to the Committee. 
These reports shall include explanations of the violations and 
appropriate recommendations for corrective action. 

The Asset Allocation unit will be responsible for the Program, though it 
may delegate investment management of Program assets to either 
external managers or other internal units. 

B. The General Consultant (“Consultant”) is responsible for: 

Monitoring, evaluating, and reporting periodically to the Committee, on the 
performance of the Program relative to the benchmark and Policy. 

C. For those programs that are managed by an External Manager 
(“Manager”), the Manager is responsible for all aspects of portfolio 
management as set forth in each Manager’s contract with CalPERS and 
shall, at a minimum, fulfill the following duties: 

1. Communicate with Staff as needed regarding investment strategy 
and investment results. 

2. Monitor, analyze, and evaluate performance relative to the agreed 
upon benchmark. 

3. Cooperate fully with CalPERS’ Staff, Custodian , and consultant 
assigned to the Program concerning requests for information. 


Copyright © 2008 by CalPERS. Reproduction of any part of this manual is permissible if reproduction 
contains notice of CalPERS’ copyright as follows: "Copyright © 2008 by CalPERS" 



721 


INFLATION LINKED ASSET CLASS 


Page 3 of 4 


IV. PERFORMANCE OBJECTIVE AND BENCHMARK 

A. Benchmarks for the Program and for each of the four components are 
listed in Table 1 below: 


Table 1. Program Benchmarks 


Component 

Benchmark Index 

Commodities 

GSCI-TR 

Inflation-linked bonds 

ILB Custom Index 

Infrastructure 

CPI + 5% 

Forestland 

CPI + 5% 

Program (IL Asset Class) 

CPI + 4% 


GSCI-TR = S&P GSCI Total Return Index. 

ILB Custom Index = 67% Lehman Total U.S. TIPS Index + 33% Custom Lehman 

Global Inflation Linked Bond Index ex TIPS, unhedged. 

CPI = Prior month trailing 12-month U.S. Consumer Price Index, 

all urban consumers, not seasonally adjusted. 

B. The performance objective is to outperform the Program benchmark, net 
of all fees, over rolling five-year periods. 

V. INVESTMENT APPROACHES AND PARAMETERS 

A. IL Asset Class Program Allocations 

Program allocation targets and ranges are listed in Table 2 below. 
Allocations are expressed as a percentage of the market value of the 
CalPERSfund. 

Table 2: Program Allocations 


Comoonent 

Taraet" 

— 

Ranqe* 

Commodities 

1 .5% 

0.50% - 3.00% 

Inflation-linked bonds 

1.0% 

0.50% - 3.00% 

Infrastructure 

1.5% 

0.00% - 3.00% 

Forestland 

1.0% 

0.00% - 2.00% 

IL Asset Class 

5.0% 

0.00% - 5.00% 


* percentage of the CalPERS Fund. 
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The allocation ranges in Table 2 will apply when the market value of 
Program assets equals or exceeds two percent of the CalPERS fund, 

B. Prohibited Investments 

Ineligible investments include the following: 

1. Tobacco companies; and 

2. Any investment prohibited by CalPERS' Insider T rading Policy or 
Restricted Company list. 

3. Any other Committee-approved restriction 

VI. CALCULATIONS AND COMPUTATIONS 

Investors, managers, consultants, and other participants selected by CalPERS 
shall make all calculations and computations on a market value basis as 
recorded by CalPERS’ Custodian. 

VII. GLOSSARY OF TERMS 

Key words used in this policy are defined in CalPERS’ Master Glossary of Terms. 

Approved by the Policy Subcommittee: December 14, 2007 
Adopted by the Investment Committee: February 19, 2008 
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ABOUT THE FINANCIAL ENERGY 
MARKETS REPORT 


The increase in world oil prices to al- 
most $80 per barrel in 2006 - occurring at 
the same time that immense flows of cap- 
ital poured into comrnodities, and hun- 
dreds of new financial institutions (many 
of them Hedge Funds) got involved in 
energy trade — naturally led to concerns 
that these events were linked. Could oil 
prices have increased by as much if there 
were no financial oil markets? 

Energy Security Analysis, Inc, 
(ESAI) has been involved in the system- 
atic analysis of financial energy markets 
for more than a decade. Instead of tak- 
ing a doctrinaire approach for or against 
the role of financial players - especially 
speculators — ESAI has always striven to 
identify the linkages between financial 
and physical energy markets with a prac- 
tical, common-sense approach. 

This White Paper is the result of 
such a practical assessment. We find that 
there are reasons to believe the financial 
markets have a distinct impact on energy 
prices, both on the level of prices and 
their volatility. But we also find that ef- 
ficient energy markets - especially those 
that develop liquid forward market - have 
immense and global economic value. 
Rather than regulate financial market out 
of existence, the challenge to market par- 
ticipants is to develop a mature and prac- 
tical understanding of the nexus between 
financial and physical energy markets. 
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ABOUT ESAI 


Energy Security Analysis, Inc. 
(ESAI) is a Boston-based consultancy 
specializing in, among other things, the 
systematic analysis of international oil 
markets. In the 1980s, ESAI developed a 
unique proprietary database on world oil 
inventories and used this understanding 
to develop a series of market evaluations 
using the principle of Stockwatch as its 
central analytical device. This has served 
us well — it is still critically important for 
market participants to develop a compre- 
hensive and sophisticated understanding 
of world oil supply and demand funda- 
mentals, and of the flows into and out of 
stocks that are often the only observable 
evidence of these fundamentals. 

In the early 1990s, ESAI became 
aware that there was a new set of fun- 
damentals shaping oil (and later, natural 
gas) prices - the flows of funds into and 
out of financial energy markets. We es- 
tablished a systematic method for track- 
ing these flows — called it, naturally, 
Fundwatch - and have maintained for 
more than a decade that the overall price 
of oil in both spot and forward markets 
can only be understood by an integrated 
analysis of physical and financial energy 
markets. 


Energy Security Analysis, Inc. 
Suite 220, 301 Edgewater Place 
Wakefield, MA01810 
Tel 781-245-2036; 
fax 781-245-8706 
www.ESAI.com 
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PARTI: THE FLOW OF FUNDS 


This paper is an exploration into the question of whether financial energy mar- 
kets affect both the level and the volatility of oil and gas prices. Wc use the term 
“financial energy markets” here to mean the collective of trading arenas in which 
forward energy prices evolve from trades on (I) formal traditional exchanges (no- 
tably the New York Mercantile Exchange), (2) new forms of exchanges that com- 
bine traditional and over-the-counter transactions (notably, the Intercontinental 
Exchange), and (3) bilateral energy contracts whose prices are indexed to those of 
the exchanges. 

Discussions within the oil and finance community reflect various perspectives 
on this issue. The discussions raise a very important question; did the increase in 
oil prices above SSO/barrel and natural gas prices above SiO per MMBTU in 2006 
reflect classic commodity “bubbles” in which financial markets played a distinct, 
sui generis role'; or a “new regime” of permanently higher prices brought about 
by sharp increases in demand and enduring changes in supply, which pushed both 
crude oil and natural gas into suddenly much higher marginal production costs? As 
always, the answers arc not mutually exclusive. We may also have lived through a 
period when there was a “perfect stoim” of conditions conducive to higher prices. 

This is obviously an enormously complicated question. The number of dollars 
involved in energy futures and over the counter markets (collectively, the energy 
derivatives markets) is measured in the hundreds of billions. The physical oil mar- 
ket is global in scale, and infomialion about global oil stocks and flows is noto- 
riously incomplete. The flow of investor funds into commodities; into the fuels 
segment of corrunodities; into individual fuels; and from the long to the short side 
of particular markets is also immense and has been growing rapidly in the last five 
years. 

The question we explore in these pages is whether the increase in the volume 
and open interest in oil and gas derivatives markets has a significant impact on 
world crude oil and petroleum product prices, and on U.S. natural gas prices.^ We 
admit from the onset of this exploration that I believe this is likely to be one of 
those questions that - to use Gregory Treverton’s useful distinction^ -- is a mys- 
tery, rather than merely a puzzle. In their formal capacities, economists are trained 
to treat problems as puzzles, amenable to rational analysis. That requires enough 
infonnation to move the problem from the mists of mystery to the brighter lights 
of puzzles. There are reasons to believe that such condition do not exist, yet, in 
this case. 


' We use sui generis here in its legal context: as a unique, distinct, or one-of-a-kind effect. 

^ ESAl first called attention to the apparently growing influence of financial markets in a memo we sent to our clients in 1 994. 
which was subsequently published as an article in Energy Risk (November 1994), Subsequent elaborations on our argument 
have appeared in memos to our clients as well as in later issues of Eneigy Risk and in Managed Derivatives (August 1996). 

^ Gregory Treverton, “Intelligence - A Funhouse of Reflections,” Commentary on the website of the Rand Corporation; http :// 
\vww.rand.org.''commentarv/02 16SFC.htm l (January 17,2007. 


'' 2 ( 907 , Energy Security Analysis, Inc. 
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Put yet another way, this paper provides a review of the question: how do fi- 
nancial energy market activities influence energy prices? In earlier articles on this 
issue-*, we have compared the “flow of funds” of the magnitude we will describe 
in this Paper to a new wave of buyers and sellers interested in oil and gas. Could 
that flow have created a “bubble” in oil and gas prices in 2005? Examples of such 
bubbles abound, from Dutch tulip markets in the 1600s to Internet equities in the 
2000s, asset classes routinely go through booms and busts created — not by any 
change in the costs of production or technological change in the value added by 
consumption - but purely by virtue of a change in the desire to own the asset. 

As Robert Weiner has shown, there were forward and derivative instruments 
in oil markets as far back as the 1 860s, hut they were not as ubiquitous and as easy 
to use as those available today.^ Before the advent of modem financial markets, 
the desire to own oil could manifest itself in only limited ways. One could hoard 
physical barrels of oil, put them in storage, and sell them at a later date (at a profit 
or a loss). Or, one could buy the equity or debt instruments of oil producing com- 
panies or purchase oil-bearing lands. 

Beginning in the 1980s, the emergence of a viable and liquid futures market 
for oil made it much easier for investors and traders to deal in the commodity: they 
could buy or sell contracts, settled by an Exchange. U.S. natural gas followed suit 
in the early 1990s. Like any other futures market, the oil and gas futures markets 
allow one class of participants to hedge, and another class of participants to specu- 
late, Speculators play an important role: they allow hedgers to put the risk of com- 
modity price fluctuations to other actors better able or more willing to live with 
them. Oil and gas producers and consumers are hedgers, small traders and larger 
financial institutions, like hedge and private equity funds, some investment banks, 
and specialized energy trading outfits, are speculators. 

Even though many crude oil and natural gas producers, oil refiners, and pe- 
troleum product and natural gas consumers do not hedge, the fact remains that 
New York Mercantile Exchange (NYMEX)-traded West Texas Intermediate (WTI) 
crude oil and Intercontinental Exchange (ICE) -traded Brent crude oil, American 
and European heating oil and gasoline, and U.S. natural gas contracts have become 
benchmarks of both physical commodities and financial assets whose price fluc- 
tuations affect the economics of the entire energy industry as well as those buying 
services from that industry. Thus, even purely commercial participants in oil and 
gas markets are just as affected by the force of financial energy markets as are the 
speculators and hedgers that use them every day.^ 

The chart below presents a summary picture of the scope of the increased use 
of crude oil futures contracts, and visually relates that increase to the price of oil. 
The chart shows the variety of fundamental economic and political events dur- 


"’EdwardN. Krapels, “Hunters ox }\\xnie6.T' Managed Derivatives,^ay 1996, pp. 14-15. 

^ Rob Weiner, Oil and Money: Coping with Price Risk Through Financial Markets (with K. Dominquez & J. Strong), Harvard 
International Energy Studies 5, Cambridge: Harvard College, 1989 

A word about terminology here. As discussed later in this paper, the U.S. Commodities Futures Trading Commission (CFTC) 
has developed somewhat confusing commercial/non-commercial designations. For most purposes, this paper refers to specula- 
tors as those exposed to price variations, and they win or lose depending upon how price moves. Hedgers act to avoid price 
exposure, and if properly positioned, are indifierent to price movements tip or down. Commercial players like producers can 
be speculators or hedgers, depending on the specifics of their activitie.s in the financial markets. 

^'2007, Energy- Security Analysis. Inc. 
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ing the 1995 - 2006 period that affected the oil markets. Some, such as the Asian 
economic crisis, led to decreases in oil demand and in oil prices. Others led to 
decreases in oil supply and put upward pressure on oil prices. In the typical market 
environment, such changes led to crude oil price fluctuations in a range (not ad- 
justed for inflation) between $15 and $25 per barrel. 



The equivalent natural gas chart is, from a geopolitical perspective, much sim- 
pler: there were no political crises affecting North American gas supply. Natural 
gas prices, nevertheless, increased notably and became more volatile at roughly 
the same time as a massive increase in the open interest in the natural gas futures 
contracts. 

Beginning in the 1990s, some participants in oil and gas markets began to sus- 
pect that the trading behavior of institutional speculators was influencing prices. 
These speculative organizations had been minor participants in the financial oil 
markets since the crude oil contract was launched in 1984. By the mid-1990s, 
however, die number of financial investors trading crude oil contracts began to 
increase rapidly. The increase was not confined lo oil: to the contrary, one can only 
understand the phenomenon, and how to deal with it, if one understands the larger 
investment picture in global financial markets. 

The Flow of Funds in Financial Markets 

In 1998, Malaysian Prime Minister Mahathir Muhammed blamed the collapse 
of Malaysia’s economy at least in part on foreign currency speculators. In an inter- 
view with Time magazine, the Prime Minister complained that speculators’ “ability 
to undermine the currency is such that we cannot do anything to help us recover. 


^2007, Energy Security Analysis. Inc. 
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Aiiytliing we do in the direction of recov^ is seen ^ wrong and will cause a. loss 
of confidence. And when they say we have lost dieir confidence, tliey then push 
the value of the currency and push down the value of the shares.” ConsSequentiy, 
he took the bold gamble of decoupling Malaysia firom international cuiTency mar- 
kets.’’ 

There has always been a flow of money across borders. Today’s flow' of funds, 
however, appeal's to be growing exponentially, driven by the trade in financial 
instniments themselves; stocks, bonds, fiitures contracts, options, and derivatives. 
In most of these maikets, the volume of trade is pumped up by the ability of trad- 
ers to leverage their financial position; for example, in the oil futures market, an 
in<iivi<lual investor can take on a million dollar obligation with a margin payment 
of only $55,000. 


With the tsdde array of contracts and ^sorted rules on leveraging trades, inter- 
national financial markets have become exfiemely complicated. In every economy, 
wealth is held in the form of land, precious metals, goods, and financial instru- 
ments like stocks, bonds, currency holdings, and futures contracts. The stock of 
wealth, on a global scale, has to be tallied in the hundreds of trillions of dollars. 
The largest .shares are in the United States, Japan, and Western Europe,* 


’Available on the World W'ide W’eb at http;//cgi.pathfinder,com./time,/asia/maga 2 ine/l 998/98061 5/malaysia inter,'iew4,htral 
* For a valuable summar)', fsee International Capital Marlcets: Developments, Ptospects, ami Key Policy Issues, International 
Monetasy Fund, (a Staff Team led by Grades Adams, Donald J. Mathleson, Garry Schinasi, and Bankim Chadha), Available on 
the World Wide Web at. http://w\vw,iraf.org/exteinal/pubs/ff/icm./icni98/index.htni 


'‘'2007. Energy) Seciint\> Analysis, Inc. p 
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If the stock of global wealth can be measured in the hundreds of trijlions of 
dollars, the flow of funds - which no single institution measures systematically 
- amounts to several trillions of dollars over the course of a year. Thus, a .Japanese 
investor may sell his real estate in Tokyo in order to buy stocks in Malaysia, or 
IJ.S. Treasury Bills, or crude oil futures contracts, or a tiunkftil of gold or silver, lie 
may also deposit his funds in a bank, which then makes loans, engages in swaps, 
and sells futures and options in the over the counter markets. 

This intricate web of investments, loans, and derivatives has grown substan- 
tially over the last ten years. Parts of this web arc always under some pressure. 
There is almo.sl always a small meltdown or bubble somewhere. In 1 998 and 1 999, 
the meltdowns were very lai^e indeed. Asian equity, real estate, and cun'ency mar- 
kets collapsed. In 2001, the meltdown occurred in U.S. and global equity markets 
in the spring of 2000. In 2006, the flow refa'eated from U.S. real estate, 

Meltdowns can happen anywliere. In late Sq)te«iber 1998, reports began to 
circulate of a successful effort by the New York Federal Resei-ve Bank to orches- 
trate a S3. 5 billion bailout ofa hedge fund (Long Term Capital). According to news 
reports, “Wall Street’s biggest power brokers agreed to prop up one of their most 
aggre5.sive offspring, Long-Term Capital M^agement, L.P., a highflying hedge 
fund that was on the veige of collapse.”® According to the H-bli Street Joumed. one 


Hedge Fund Falters, and Big Batiks Agree to AnteUpS3.5 billion,” Wall Street Journal. September 24, 1998, p, A- 1 . 


''2007, Energy^ Security Analysis. Inc. 
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of the “hotly debated topics” in the meeting that reached the accord to bail out the 
Fund was that its failure “would put the entire financial system at risk” because 
Long Tenn Capital had leveraged its several billion dollars of investment capital 
into a market position that at times exceeded SI 00 billion. 

Thousands of Streams 

The international flow of funds - sketched out in the flowchart above — is in no 
way centrally directed; to the contrary, it is best regarded as thousands of streams 
with ultra-complex interconnections 

The largest stream in the flow of funds is in equity investnients, whose total, 
global capitalization in stock markets amounted to $37 trillion in 2006'°. Inves- 
tors eager to diversify from the equity markets in their own country are placing 
more and more money in an ever-growing number of international equity funds. 
These funds give the investor a wide array of choices of geographic risk (“The 
Asia Fund”) and level-of-development risk (“The Emerging Market Fund”). The 
volume of cross-border equity investment is hard (o pin down. For the G-7 coun- 
tries, gross foreign direct investment has increased from $14 billion in 1970 to 
$729 billion in 2001; croSvS-border portfolio investment grew from $5 billion in 
1970 to$12.5 trillion by 2001." 

Not suiprisingly, developing countries look at these equity capital inflows with 
both dread and longing. Many welcome the investment that capital inflows enable. 
But as the Asian stock market meltdown of the late 1990s showed, the outflow of 
foreign capital can bring economic growth to a screeching halt. Such an outflow 
hit the economies of Southeast Asia particularly hard in late 1997. Thailand, Ma- 
laysia, the Philippines, Indonesia and even Singapore had achieved high rates of 
economic growth because they had invited in foreign capital. When that capital 
fled, the disinvestment effects were powerful: the decline in foreign demand for 
southeast Asian stocks ultimately sent Asian GDP growth figures from the black 
into the red. 

A second large stream in the flow of funds is investment in bond markets, now 
with $60 trillion in outstanding issues'-. Over the past few decades, a number of 
changes have facilitated the growth of international bond trading. Japan’s massive 
trade surpluses required placement of hundreds of billions of dollars in ihe deepest 
of the bond markets - G.S. Treasuries. The consolidation of the European financial 
affairs led to tremendous growth in the Euro-dollar denominated bond market. 

As with the case of equities, the magnitude of the flow of funds into bonds is a 
matter of the gravest concern. For almost a decade, the U.S. Treasury Department 
dreaded the prospect of a sudden liquidation of first, Japan’s, and more recently, 
China’s positions in U.S. government bonds. Such a liquidation, in turn, would be 
a decision that could only be made by Japan or China’s head of state. We suspect 


'“International Monetary Fund, Global Financial Stability Report, Washington, DC, 2006, p. 95 (hereafter, IMF GFSR). 

"IMF, Press Release: “IMF Publi,shes 2001 Global Portfolio Investment Survey,” obtained at www.imf.org/extemaFnp/sec/ 
pr/2003/prft3 1 7,htnn. 

'=IMF GFSR. p. 95, 
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that most investors intuitively understand that a sudden change in the flow will af- 
fect the relative prices of the bonds being traded. Thus, a seiloff by Japan of U.S. 
Treasuries would put downw-ard prices on U.S. bond rates, quite apart from any 
change in the underlying intrinsic value of U.S. government bonds. 

The Flow of Funds into Commodities 

When assets that are traded in this matter arc subject to U.S. -organized fu- 
tures market rules, an extremely valuable source of information becomes available 
which describes the movement of funds by hedgers and by speculators. This is the 
“Commitment of Traders Report” (COT) of the U.S. Commodities Future Trading 
Commission. The COT reports are issued every week, and they reveal the long and 
short positions of large traders in all U.S. futures markets. 

The chan below presents a timeline of the total open interest (the futures con- 
tracts outstanding at a panieular point in time) in the various U.S. futures markets, 
w'hich we have divided into four groups: finance, metals, agriculture, and energy. 
The chart presents the simplest possible picture: the total open interest of all of the 
contracts in each of these classes. The chart clearly shows a very large increase in 
open interest in the early part of this decade in all of the asset classes. 

Judged by their price behavior only, commodities as an asset class have had 
“bull runs” (periods of rising prices) and “bear runs” (periods of falling prices). 
There was a long bull run in the late 1970s, another in 1983-84, 1987-88, and 
1994-95. None of these, however, can compare with the length and the size of the 
bull run that began in 2001 and began to end only in 2006. 

The increase in the interest in trading commodities in the 2000’s stemmed 
from two different investor groups; institutional investors interested primarily in 
adding a modest amount of commodity exposure to portfolios of financial assets, 
and funds (of which hedge funds have attracted the most attention) actively trading 
commodities for short-tenn speculative gains. The former group constituted a “buy 
and hold” cohort who typically added to oil demand (i.c., biased towards the long 
side of commodity transactions); the latter were as comfortable on the short side as 
on the long side, and tended to favor shorter-term trading strategies, 

On the institutional investor front, the IVall Street Journal reported on Septem- 
ber 9, 2004, that “Market analysts conservatively figure that roughly 150 institu- 
tions have so-called passive investments pegged to the Goldman Sachs Commod- 
ity Index, up from fewer than 50 in 2000. Goldman estimates that more than $25 
billion is tied to the index, compared with $8 billion four years ago. American 
International Group Inc. estimates that an additional $8 billion to $10 billion in 
investments is pegged to the Dow Jones-AIG Commodity Index, up from about 
$200 million a few years ago.”'^ 


Michael R. Sesit, “Commodities Enter Investment Mainstream," Wall Street Journal, September 9, 2004. The same article 
reported that “Commodities’ status as an acceptable investment for mainstream institutions could get a further boost from a 
recently published paper: “Facts and Fantasies about Commodity Futures” by Gary Gorton of the University of Petmsylvania’s 
Wharton School and K. Geert Rouwenhorst of the Yale School of Management at Yale University. The two academics conclude 
that during the past 45 years, commodity futures have had roughly the same return as stocks with less risk, have w'ay outper- 
formed bonds and are a better hedge against inflation than either stocks or bonds.” 


"'’2007. Energy Security Analysis, Inc. 
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On the hedge fimd front, there is little disagreement that the role of these funds 
in ai! of the futures markets has grown exponentially over die past ten years. Pat- 
rick Parkinson, Deputy Director of Resezffch and Statistics of the U.S. Federal Re- 
serve Board, has noted that “although the role of hedge funds in the capital markets 
cannot be precisely quantified, the growing importmice of that role is clear, rota! 
assets under management are usually rqxjrted to exceed $1 trillion. Furthermore, 
hedge funds can leverage those assets through borrowing money and through their 
use of derivatives, short positions, and structured securities. Their market impact is 
further magnified by the extremely active trading of some hedge funds. The trad- 
ing volumes of these funds reportedly account for significant shares of total trading 
volumes in some .segments of fixed income, equity, and derivatives markets.”'"' 

As is readily apparent in the chart on page 9, institutional and hedge fund 
capital is llowing into ail sorts of fijtures m^kets, from agriculture to financial 
itistruments to metals to energy. 

The flow of Funds into Energy 

Commodity markets have been ideal spawning grounds for the development 
of futures markets. Tliere is a certain irony in the fact that commodity futures mar- 
kets, which have a reputation for rowdiness, are in fact highly organized and regu- 
lated entities. Be that as it may, once a successful futures market for comtnodities 
is up and running, it becomCvS the nexus of price discovery for that commodity. 



“Tlie Role of Hedge Funds in the Capital JVIarkets,” Testimony of Patrick M. Parkinson, Deputy Director, Division of Re- 
search and Statistics Before the Subcommittee on Securities and Investment, Committee on Banking, Housing, and Urban. 
Alfairs, U.S. Senate, May 16, 2006. 


'''2007, Eneigy Security Amfysis. Jnc. 13 
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Total Open interest in Energy Commodities Traded in US Futures 
Markets 



For example, in 1984. (he New York Mercantile Exchange (NYxMEX) intro- 
duced a contract to trade West Texas Intermediate (WTI) crude oil. Had NYMEX 
launched (he WTI contract in the 1970s, when the members of the Organization 
of Petroleum Exporting Countries were running a fairly effective oil cartel, and 
most oil-importing countries were still regulating their interna) oil inarket.s, the 
contract would have failed. But NYMEX was both skillful and lucky to introduce 
the contract three years after the United States and Britain totally deregulated their 
oil markets and one year before OPEC’s effective oligopoly collapsed. 


Trading in WTI, and in its first cousin, the London-traded Brent crude oil con- 
tract, rapidly gained volume and open interest. As financial contracts, WTI and 
Brent provide investors with convenient and highly liquid markets in which to 
trade instruments tied to crude oil. Before this process of commoditization of oil 
took place, only insiders (professional traders, oil companies, and a few invest- 
ment banks) could, as a practical matter, participate because trading involved mul- 
timillion dollar cargoes of oil. After NYMEX introduced the WTI contract, anyone 
with some margin money in the bank could take a bet on oil prices. 


A Framework for Analysis 


In the physical oil and gas markets, prices arc set by the supply and demand 
for the physical commodity. Given a set of competitive supply and demand condi- 
tions, as demand rises, all other things held constant, prices tend to rise; if supply 
rises, prices tend to fall, and so on. Exactly the same framework should be used to 
analyze financial energy markets, if we think for the time being of an oil or gas 
financial contract as an asset in its own right, it stands to reason that an increase 
in demand for this asset (which in futures parlance would be called an increase in 
interest in taking “long” positions) would, all other things held constant, require 
an increase in prices to attract an offsetting number of sellers (those interested in 
taking short positions) into the market. 


^2007, Eiieigy Security Analysis, Inc. 
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Changes in the demand and supply for any financial asset affect the prices of 
those assets. In 2000, the United States was in the sixth year of a stock market 
boom characterized by huge inflows of funds into stocks. Many observers noted 
that the stock market had developed a classic, speculative “bubble,” but that was 
very much a minority view until, beginning in 2001, there was a prolonged out- 
flow of funds from the equities market. There follow'ed a decline in the same stock 
prices that the inflows had sent zooming upwards. 

It must be understood that investments in oil and gas contracts are often “in- 
cidental” parts of larger trades in commodities. It is not unusual for institutional 
investors and hedge funds to take large positions in the oil and gas market that 
were unrelated to oil and gas “fundamentals.” The positions taken in oil and gas 
often have logic outside of whatever happened to be occurring in the oil and gas 
markets themselves'^. That means that oil and gas markets really have two sets of 
“fundamentals:” those in the financial markets, and those in the physical markets. 

Developments In The Financial Oil Markets Since Launch Of The NYMEX 
Contract 


Commodity markets were first developed to trade agricultural products. Stan- 
dardized contracts for the future delivery of a wheat crop the following summer 
allowed producers and consumers (be ability to exchange an obligation to sell and 
buy a commodity that was not yet harvested. Standardized contracts not only in- 
creased liquidity, but because the Exchange was always the counter-party, credit 
costs and counterparty risks were lower than they were in many bilateral agree- 
ments. 

Since the NYMEX first traded standardized energy products in the early 1 980s, 
its WTI contract has remained the benchmark for all trades in crude oil Even 
though over-the-counter (OTC) and other exchanges may trade larger volumes of 
WTI than the NYMEX, the price of WTI on the NYMEX remains the benchmark 
for the majority of crude oil trades in the financial markets. 

In the OTC market, the standard Conoco Terms and Conditions for Dubai, the 
Brent contract, and other standardized instruments have greatly increased liquidity 
in trading those crude oils. However, these contracts have their own idiosyncrasies 
- ‘5 O’CIocking', book-outs, tolerance-trading and other nuances eventually came 
to characterize these OTC instruments that were and are largely absent from WTI 
and Brent futures contracts. 

In the late 1 990s, with the emergence of the Internet as a ubiquitous presence 
in the corporate world, Enron Online introduced the idea of purely electronic trad- 
ing. Using standardized contracts, Enron stood in as the counter-party to all deals 
until it crashed in 2001.'*^ 


See earlier discussion of the teiminology of speculators, hedgers, commercials and other participants in the financial energy 
markets- 

Enron’s model, because it was the counterparty to all of the trades, was called the “one-to-many” trading model. With Enron’s 
demise, all of the electronic exchanges are “many-to-many” exchanges, meaning that the parties trade with each other rather 
than the operator of the exchange. 


' 2007. Energy Security Analysis, Inc. 
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The Foundation: The Forward Curve 

Without financial markets, it is extremely difficult to have a forward curve that 
reflects the price at wiiich people are willing to buy and sell a commodit}' in tlie 
future. Where fiiture&fforward markets do not exist, bilateral contracts can be exe- 
cuted whose payment terms are defined either in tenns of spot prices or in terms of 
an anchor price plus adjustments, such as for inflation or exchange rate changes. 

Whth financial markets for oil and gas, there are continuous irtdicators of the 
prices at which parties arc willing to buy or sell in the future, and consequently 
there is great interest in the causes and effects of changes in the structure of prices 
in the forwai'd curve, also known as backwardation and contango. The chart below' 
presents the structure of prices in the WTl market on given trading days in August 
and September from 1 999 to 2006. It also indicates the amount of open interest 
in each contract month, with nearby monflis having by far the greatest amount of 
open interest (and, by implication, depth liquidity), in the more distant inonths 
(the so-called far dated pan of the curve), liquidity diminishes and virtually disap- 
pears, except for a few key months (typically Decembers), where it appears traders 
appear to have clustered enough trades to establish a semblance of liquidity). Note 
that on the .selected dates in 2000, 2001, 2002, 2003, and 2004, markets were in 
backwardation, w'hereas in 2(K)5 and 2<X)6, they were in contango^'. 



On the consumer side, many large institutional and commercial oil and gas 
buyers hedge in “the middle pan of the curve,” largely for the purpose of managing 


In backwardation, the forward inonths of the price curve arc higher than the back months; tn contango, the foiwaixi months 
of ihe price curve are lower flian the back months. A 60 month price curve ntay have both backwardation and contango. 


‘’^2007, Energy Sectmty Analysis, Inc. 
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fuel budgets. For such consumcis, prominentiy including airlines, hedging appears 
effective in periods of backwardation (when prompt prices are higher than forward 
prices), and ineffective in periods of contango (when prompt prices arc lower than 
forward prices). 

The chart below shows the challenge facing hedgers in the U.S. natural gas 
markets. Because gas demand is so strongly seasonal, prices exhibit market sea- 
sonal variations. In December of each year, there is likely to still be a substantial 
amount of peak seasonal consumption, hence the forward price curve usually ex- 
hibits a short period of contango, then a short period of backwardation, then a 
longer period of contango as die market anticipates the need to fill storage for the 
next winter season. This seasonal variability in the natural gas forward curve gives 
traders a large variety of trading opportunities, ranging from weather forecasts to 
storage economics to price support and resistance theories. 



The Rise of ICE 


In 2000, a half dozen investment banks and oil companies formed the Inter- 
continental Exchange (“ICE”) for over-the-counter (OTC) electronic trading in en- 
ergy and metals commodities.** The Atlanta based ICE is an electronic exchange 
open only to large commercial traders that meet the definition of an “eligible com- 


** Energy Conipass. Market Forces: Big Oil increases market reach. March 24, 2006. Tire founding pai'iners of iCE are BP, 
Deutsche Efank AG, Goldman Sachs, Dean Witter, Royal DuteVSheU Group, SG Investment Bank, and Total. In November 
2005, ICT became a publicly traded corporation. Many of these original founders are major shareliolders: Morgan Stanley 
owns nearly 1 5 percent of ICE shares, Goldman Sachs owns about 14 percent, Total owms about 9.5 percent, and BP owns 
about 9 percent. 


'"’2007, Energy Security Analysis. Inc. 
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mercial entity” under the Commodity Exchange Act.” According to ICE, its mar- 
ket participants “must satisfy certain asset-holding and other criteria and included 
entities that, in connection with their business, incur risks relating to a particular 
commodity or have a demonstrable ability to make or take delivery of that com- 
modity, as well as financial institutions that provide risk-management or hedging 
services to those entities.’”® 

Today, ICE operates the leading OTC electronic exchange for energy com- 
modities in the world. ICE describes its participants as “some of the world’s larg- 
est energy companies, financial institutions and other active contributors to trading 
volume in global commodity markets. They include oil and gas producers and re- 
finers, power stations and utilities, chemical companies, transportation companies, 
banks, hedge funds and other energy industry participants.”^' According to ICH, 
its electronic markets now constitute “a significant global presence with over 9,300 
active screens at over 1 ,000 OTC participant firms and over 440 futures participant 
firms as of December 3 1 , 2005.”^^ 

In 2005, ICE purchased the International Petroleum Exchange (IPE), a Lon- 
don-based futures exchange, and established the “ICE Futures” market. ICE then 
swiftly converted the IPE’s open-outcry pit trading system into an all-electronic 
exchange. Today, ICE operates two major electronic markets: ICE Futures and ICE 
OTC. ICE Futures is a futures market in London, regulated by the U.K. Financial 
Services Authority (FSA). ICE OTC operates as an “exempt commercial market” 
under section 2(h)(3) of the U.S. Commodity Exchange Act. Both markets operate 
outside of the CFTC’s oversight. 

Although ICE’S OTC exchange docs not operate its own clearinghouse, ICE 
has contracted with a third party, LCHCIeamet, to offer clearing services for trad- 
ers who want to trade only with other cleared traders. By trading only with other 
cleared traders, a party trading on ICE can minimize counterparty risk as if they 
were actually trading on a futures exchange, and thus avoid a significant disadvan- 
tage of traditional OTC trading. 

The use of an OTC clearing service to reduce counterparty and credit risk has 
allowed more participants to become active in the OTC markets. Furthermore, 
clearing through a central clearinghouse typically reduces already low transaction 
costs of an OTC trade further while increasing the ability to cross-margin positions 
in other commodities. 

ICE claims its “introduction of cleared OTC products has enabled us to attract 
significant liquidity in the OTC markets we operatc.”^^ Others agree, “[Cjlearing 


” Participation is restricted to parties that quality as an “eligible commercial entity” under Sec, la(l 1) of the CEA. Gener- 
ally, lhe.se entities are large financial institutions, insurance companies, investment companies, corporations and individuals 
with significant assets, employee benefit plans, government agencies, and registered securities brokers and fiitures commission 
merchants. 

Intercontinental Exchange Inc, Form 10-K, March 10, 2006, p. 14. 

ICE 10-K, p. 14. 

ICE 10-K, p. 6. 

ICE 10-K, p. 5,9 


^'2007, Energy Security Analysis. Inc. 
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is paving the way for greater growth of the energy market as a whole,” one futures 
industry publication reported. “Clearing not only helped restore liquidity post-En- 
ron, it opened the door to an influx of hedge funds and other professional traders, 
many of whom come from the financial world.” OTC clearing has also “created a 
new linkage” between the futures markets and the OTC markets. “On one level 
this is simple arbitrage between two sets of similar contracts. On another level it is 
a cross-fertilization of people and ideas, as each side seeks out better opportunities 
in newly accessible markets.”^"* 


Number and Notional Value of Commodities Futures Contracts Traded in tCE Futures Markets 



2005 

2004 



Number of 

Notional 

Number of 

Notional 

Number of 



contracts 

value 

contracts 

value 

contracts 



in 


in 


in 



thousands 

in billions 

thousands 

in billions 

thousands 

in billions 

IPE Brent Crude futures 

30,412 

$ 1,713 

25,458 

$ 955 

24,013 

$ 666 

IPE Gas Oil futures 

10,972 

$ 569 

9.356 

$ 318 

8,430 

$ 208 

iPE Natural Gas futures 

444 

$ 38 

649 

$ 34 

815 

$ 27 
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North American natural gas .... 

55.524 

$ 1,300 

25,574 

$ 388 

13,703 


North American power 

3,145 

$ 165 

1,683 

$ 63 

838 


Global oil 

3,320 

$ 102 

3,580 

$ 62 

6,636 


Source; Intercontinental Exchange 2005 Annual Report, p. 

6. 




K. . ... 


The table above presents a summary of the number and notional value of en- 
ergy trades on ICE through 2005. In these three years, the two most notable suc- 
cesses were the trade in Brent futures (as a result of the IPE acquisition), and the 
trade in North American natural gas OTC volume.^. By the end of 2005, the natural 
gas contract volume had swelled to more than 55 thousand contracts with a no- 
tional market value of S 1 .3 trillion. 

In mid-January 2006, ICE notified the CFTC that it would begin trading West 
Texas Intennediate crude oil on its ICE Futures exchange in London on February 
3, 2006. ICE also said that it would offer this contract for trading on its electronic 
trading devices operating in the United States. Under CFTC policy, ICE Futures 
needed only to provide prior notice to the CFTC to do this.-* This marked the first 


Acworth, Will. The Tipping Point: OTC Energy Clearing Takes Off, Futures Industry Magazine, January /February 2005. 
Notice of Statement of Commission Policy Regarding the Listing of New Futures and Options Contracts by Foreign Boards 


^'2007, Energy Security Analysis. Inc. 
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time that futures contracts for crude oil produced in the United States were traded 
on an exchange located outside of the United States. 

Since ICE began trading WTl crude oil futures on its London exchange, it has 
steadily increased its share of the WTI crude oil futures market, although specific 
information on the relative market shares of ICE versus NYMEX is not readily 
available/'’ According to one energy trade publication, several large ICE stake- 
holders — BP, Total, and Morgan Stanley — -were “doing their best to support the 
ICE WTI contract, with Goldman Sachs directing its traders to use the ICE plat- 
foiTn rather than NYMEX.”^’ ICE Futures continues to expand its reach into the 
U.S. energy commodities market as April 2006, saw ICE Futures begin trading 
futures in U.S. gasoline and home heating oil. 

Because there arc no reporting requirements for OTC trading, there are no 
publicly available quantitative measures of the extent of speculative trading in 
the OTC markets. OTC industry participants are not required to file large trader 
reports. W'hat little information has been publicly disclosed, however, indicates 
there has been a substantial growth in speculative activity on the ICE OTC market. 
We will return to this issue later in this report. 

Investment Banks, Hedge Funds and Other Organized Specu- 
lators 

“Every act of production is a speculation in the relative value of money and the 
good produced.”'® Professional speculators, whether organized as hedge funds or 
on their own, lend liquidity to markets without which the markets would be much 
less efficient. Speculators naturally arise when risk that may formerly have been 
borne by a higher financial authority comes to affect the decisions of individual 
investors, corporations, and individuals. Speculation, in other words, thrives when 


of Trade that Have Received Staff No-Action Relief to Place Electronic Trading Devices in the United States, 65 Fed. Reg. 
41641 (July 6,2000). 

According to CFTC data, as of the end of April 2006, nearly 30 percent of WTI crude oil futures were traded on ICE Futures, 
Prior to the listing of a WTI contract on the ICE Futures exchange, ICE offered a WTI contract for trading on its OTC electronic 
exchange, in a recent interview, ICE Chaimian and CEO Jeffrey Sprecher described how iCE‘s development of a success- 
ful OTC contract for WTI paved the way for the introduction of the WTI contract on ICE Futures: “To the outside world, we 
launched WTI and it came out with a very high adoption rate. But the reality is ICE was working on that contract for a year and 
a half prior to its launch. One unique thing about ICE is that we can take a product and launch it as a bilateral OTC contract 
allowing the energy trading community to trade it. While they trade it, we can work out many of the details, such as the size 
of the contract, delivery aspects, tick size and those things. Then we can add clearing to it and bring in more of the funds and 
speculators — if we get that going, then we can make it a futures contract. We went through with the WTI contract that process. 
It went from a bilateral swap to a cleared OTC contract to a futures contract. And we’re bringing other contracts through that 
conveyor belt process. In the first half of this year, we’re bringing clearing to 50 bilateral contracts that we already offered.” 
From Futures & Options Week, “The market has spoken,” April 24, 200 6. Quantitative data on the WTI contract traded on 
the ICE OTC electronic exchange is not readily available. According to former Federal Reserve Chaimian Greenspan’s recent 
testimony, during this period hedge funds and other institutional investors conducted a substantial amount of trading in crude 
oil in this market. 

Energy Compass, “Market Forces; Big Oil increases market reach,” March 24, 2006. 

As quoted in Peter L. Bernstein, Against the Gods: The Remarkable Story of Risk, (New York: John Wiley & Sons, 1 996, p, 
305. 


^~2007, Energy Security Analysis, Inc. 
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economies and markets are deregulated. Markets are deregulated, in turn, when 
political actors believe that market forces will contribute more to public welfare 
than government regulations. 

Deregulation of the US and British oil industries in the 1980s began a para- 
digm shift toward more open markets. However, this has been far from universal. 
While, oil regulations were gradually relaxed in most European countries, but to 
this day the internal markets of the majority of countries of A.sia, Latin America, 
the Middle East, and Africa remain regulated. This comprehensive regulation of the 
internal oil market continued to be justified on the basis of “national security." 

If deregulation does improve efficiency, it docs so at the cost of a reduction in 
governmental control over prices. In its place is the market, and the market has two 
arenas; physical, and financial. In recent years, the financial markets have grown 
in volume and complexity. 

In the world of commodity trading, the smart money is first of ail in the 
investment banks of Wall Street, London, and a few other European financial cen- 
ters. The strength of particular investment banks varies across commodities. In 
oil, Morgan Stanley and Goldman Sachs are particularly active. These investment 
banks develop over time a “book" in a particular coiranodity or financial asset, a 
compilation of long and short positions that the bank’s own risk managers will 
constantly scrutinize for balance and for unwanted exposure. 

The larger investment banks have over time built up “books of books” or 
portfolios of financial asset.s, and they will study the price correlations between 
these assets for balance or imbalance. For example, they may find that crude oil 
and soybean prices tend to statistically move together. A trader may want to exploit 
this analytical information for gains, but the risk manager may see overexposure to 
the two commodities together as a real problem. He will look for negative correla- 
tions, and seek to have books of assets that move up when crude oil and soybeans 
move down. 

The development of these books by investment banks over the last decade 
is one of the most important developments in international finance. If the invest- 
ment banks provide the channels of international commodity, cuirency, and other 
derivatives trade, hedge and private equity funds (hereafter referred to as “the 
Funds”) provide much o f the speculative money. The amount of speculator money 
in futures markets has increased dramatically in the last ten years. This increase 
reflects in part the torrent of investment capital that is increasingly free to move 
through financial markets, and it reflects in part the phenomenon of increased num- 
bers of qualified fund managers and commodity trading advisors. Money manage- 
ment, after all, is one of the growth industries of the 1990s and 2000s. The general 
public is familiar with the “plain vanilla” funds - the mutual funds into which the 
bulk of pension savings goes. But mutual funds are only peripherally involved in 
the dynamics of commodities futures trading. Mutual fund managers confine their 
investments largely to the equity sector, where price changes are limited compared 
to the typical commodity price volatility. 


^'2007, Energy Security Analysis, Inc. 
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The heart of speculative commodity and currency trading is in hedge funds 
and commodity pool operators who manage money • typically for wealthy clients 
or for institutions who have earmarked some of their funds for speculative pur- 
poses.^® These maiiagers are charged and paid to speculate intelligently in one or 
more markets where they believe they have the expertise to trade for profit. 

In 1 9S0, the amount of money under management by profe-ssionally-nm man- 
aged futures and hedge funds was estimated to be only about $300 million. Ac- 
cording to the publication Managed Accounts Review, it was still only about $1.4 
billion by 1986. By 1990, however, the estimate was $8 billion, and by 1995, it be- 
came $22 billion. In the next ten years the assets under manager! futures and hedge 
fund management exploded: by 2001 the number under hedge fund management 
had climbed to more than $300 billion, and by 2006 to more than $1.2 frill ion. 
While most of that money was invested in the ultra-deep global equity and credit 
derivatives, a growing amount of this total Flow of Funds has been diverted into 
energy commodities, and observers of these markets, as we will shortly di.scuss, 
believe their impact is likely to be substantial 


” Hedge funds are nii.snamed: they are- actually funds registered under special'Securities and Exchange Commts.sion niles. 
H.S.-based Commodity Trading Advisons (CTAs) and Commodity Pool Operators (CPOs) are registered with the Commodities 
Futures Trading Commis.sion. In addition to U.S.-based ftinds, of course, there are hundreds if not thousands of off-shore funds 
operating under the regulations of their home countries or under no r^ulations at all 

The New York Times reported on September 23, 2006 that interest rate and currency derivatives outstanding amoutUed to 
S250 trillion dollars. 


'^2007, Ener-ry Security- Analysis, Inc. 
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The Current State Of Financial Oil And Gas Markets 

Volume and Open Interest on All Futures Exchanges 

As shown in the chart on page 10, there has been a very substantia! increase 
in the open interest in all of the commodities traded in U.S. futures markets since 
1999. The ne^^t charts show the total open interest on U.S. futures exchanges over 
time in terms of lliree classes of traders: commercials (hedgers), non-commercials 
(large speculators), and “small traders.”'* The increase is quite substantial, repre- 
senting in most cases increases in orders of magnitude in the amount of open inter- 
est in these contracts during the 1990s. 

The open interest (futures and options) in the WTl crude oil contract and in the 
Henry Hub natural gas contract have continued to grow since the contracts were 
first introduced'-. In the case of oil, the amount of investment accelerated sharply 
in 2003 to the equivalent of more than 3 billion barrels by September 2006". It is 
normal and expected that “commercials” — or hedgers — would constitute the larg- 
est share of the open interest, as seen in the chart. 

In the case of natural gas, open interest peaked in 2001, thanks to the migration 
of a large number of market participants from Eru'on to NYMEX. The demise of 
Enron caused overall liquidity to diminish in 2002, but it gradually recovered to 
set new records in 2006. 



The U.S, Commodity Futures Trading Commission (CFTC) reports the positions of three cla.sses of traders: commercials 
(hedgers), non-commercials (large speculators), and “small traders.” We believe most of the small traders would fall into the 
speculator category if they qualified in terms of the size of their trades. 


" Both charts essentially “double count" the amount of open interest in the contracts, by showing both long and short positions 
of each of the trading cohorts. 

" After September 2006, open interest fell sharply, as we discuss later in this section. 

^■'2007, Energy Security Analysis, Inc. 
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The market shares of non-commerciai participants was quite high in ihe late 
J980s (in ihe 15-20 percent range), fell well below 10 percent in ihe 1.990s, and 
the]! increased again very substantially in the early 2000s. The third catcgoiy in the 
chait represents the open interest of small traders. The combination oi' non-com- 
mercials and small traders in recent years constitutes a total of almost 41) percent 
of the total open interest. 

The next chart presents a combined picture of futures and options positions, 
hr the past decade, as trading and hedging strategies have grown more sophi.sti- 
ca led, the use of options contracts has increased more dramatically than tiic use of 
iutures contracts. Tire chart shows that, beginning in die late 1 990.s, the volume of 
open interest in NYMEX's WTl options contracts overtook future-S-oniy positions 
and now constitutes a substantially larger number of contracts. Adding over-the 
counter contracts involving WTl would further drMnati::re the large growth in the 
demand for financial oil contracts. While there are no readily available data for 
O'lC trade in crude oil, anecdotal exddence - as reported by knowledgeable ob- 
servers like Alan Greenspan — suggests that enormous increases have taken place 
in those markets, all indexed off the prices of WTl futures contracts on (he New 
York -Mercantile Exchange. 



Trading in futures, options, and OTC contracts can be shaped as outright po- 
sitions, or as spreads. Oil and gas contracte invite spread trading lor a number of 
reasons. First, their price curve have historically oscillated between conditions of 
contango and backwardation. Those oscillations proedde a basis for specuiato!^ 
to tcike spread p«>sitions (for example, selling an out-month contract and t)uyir!g a 
ncar-raonth contract), which are usudly less risky than outright positions. There 
is considerable evidence that hedge funds have become extremely active traders 


^'2007, Energy ‘'^scurity Analysis, Inc. 
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in these “calendar spreads.” In 2006, one of the most accomplished hedge funds. 
Amaranth Advisors, lost a reported S6 billion in the space of a few weeks of trad- 
ing in U.S. natural gas futures. As described by theiVew York Times, Amaranth “bet 
that the spread between natural gas futures for March 2007 and April 2007 would 
rise. In fact, it collapsed. Mr. Hunter [the Amaranth trader] could not sell his posi- 
tions. Others in the market saw that his bullish bet was wrong, that he was losing 
money and they continued to bet against the market, pushing prices lower.”^^ 

This article suggests that even though spread trading may appear more con- 
servative than outright trading, the positions that hedge funds sometimes take may 
be large enough to influence market pricing. Thus, as the use of spread trading 
has increased dramatically (as shown in the next chart”), so has the potential for 
spread trading to affect the structure of the cjude oil price curve.^^ 



34 Jenny Anderson, “Betting the House and Losing Big,” New York Times, September 23, 2006. 

35 Although not shown in these charts, non-commercials have also significantly increased the relative amount of spread 
trades, as seen in the increase in liquidity for individual months beyond the first month contracts: non-commercials today have 
provided additional outright future liquidity throughout a progressively longer-dated energy price curve. 

36 Using the CFTC’s mutually exclusive definition of ‘Long’, ‘Short’, and ‘Spread’ trades, the chart shows how the 
relative size of futures-only exposure has changed over time for non-commercials accounts in WTl. Since 1 986, long posi- 
tions, short positions and spread positions moved from essentially a 25:50:25 ratio to approximately 30:30:40 today. There are, 
therefore, relatively fewer outright short trades and many more spread trades in the market today than there used to be. 


’'2007, Energy’ Security’ Analysis, Inc. 
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Beginning in 1 995, the CFTC began to include the delta-equivalent’’ of op- 
tions positions in their regularly published reports. The previous chart shows how 
non-commercials have recently shifted emphasis within their different kinds of 
trades (long, short, and spreads) by separating the individual components of op- 
tions and futures for long, short, and spread trades. Clearly, the increases in both 
total interest and in the level of participation by non-commercials in the futures 
markets (and, one supposes, in the OTC markets) has been substantial. But has it 
had a distinct, sid generic impact on energy prices? 


37 The expected change in an option’s price given a one-unit change in the price of the underlying futures contract or 
physical commodity. For example, an option with a della of 0.5 would change S-50 when the underlying commodity moves 


$ 1 . 00 . 


''•’2007, Energy Security Analysis. Inc. 
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PART II: THE EFFECTS OF FINANCIAL MARKETS ON ENERGY 
PRICES 

Governments of oil exporting and importing countries, oil producing and con- 
suming companies, international organizations, and experts in a variety of intel- 
lectual disciplines have developed a strong interest over the past ten years in the 
impact of financial markets on the price of oil and natural gas. At stake is an an- 
swer to the following questions: 

How much influence has the substantial increase in energy 
trading in financial oil and gas markets had (a) on the increase in 
the outright price of oil from Sll/barrel (December 1998) to $80 
(August 2006), and natural gas from $l/70/MMBTU in March 
1999 to more than $15/MMBTU in December 2005; (b) on the 
evolution of the siniclure of prices from contango to backward- 
ation and back to contango, and (c) on the volatility of oil and gas 
prices? 

Oil prices peaked at S80/barrel on August 7, 2006, and natural gas prices peaked 
at $15.78 in December 2005. Since the increase in prices occurred at the same time 
as the massive increase in the overall level of trade in futures and over-the-counter 
(OTC) markets, questions have naturally emerged about whether the increase in 
price was related to the increase in trading of financial oil and gas instruments, or 
whether the increase in trading was related to the increase in prices. 

As we will see, some authoritative observers - like former Federal Reserve 
Chairman Alan Greenpsan and eminent oil economist Robert Mabro - believe 
the financial markets have a. sui generis impact on oil prices. If so, there must be 
“fundamentals of paper markets” that one must assess along with the fundamentals 
of the physical markets in order to obtain a complete view of oil pricing dynam- 
ics. Others are more vSkeptical, believing that futures and forward prices reflect 
only infonnaiion about the fundamentals of the physical market. Some of those 
who believe the financial markets have a sui generis impact on prices are advocat- 
ing stricter regulation of energy trading activities. Given the ease of international 
capital movements, however, it is unclear whether regulation in and by the United 
States would have much effect: squeezing one part of the energy trading balloon 
may only cause the bubble to appear elsewhere. 

The Issue; Are Oil and Gas Prices a Bubble? 

Discussions within the oil and finance community reflect various perspectives 
on the issue: do oil prices above $50/barrel and natural gas prices above $5 per 
MMBTU reflect classic commodity “bubbles” in which financial markets played a 
distinct, sui generis role, or a “new regime” of permanently higher prices brought 
about by sharp increases in demand, which pushed both crude oil and natural gas 
into suddenly much higher marginal production costs, and removed existing spare 


*'2007. Energy Security Analysis, Inc. 
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capacity from the system. Rccogni 2 ing that both financial and physical dynamics 
are always at play, the issue nevertheless is w'hether the financial dynamics have a 
distinct and measurable role. 

The bubble argument suggests that developments in financial energy markets 
(especially the increase in cash under management of hedge and other funds, and 
the decisions of index -oriented funds to take long positions in commodities, in- 
cluding energy) may have precipitated a classic period of “too many buyers chas- 
ing too few sellers” of financial oil instruments. Such periods of “excess demand” 
have occuned hundreds of times in competitive markets over the course of cen- 
turies. Once oil and gas developed futures and forward market instruments, with 
all of the fungibiJity characteristics of such instruments, they too became prey to 
purely financial bubbles. The potential for such bubbles increased in recent years 
because of the massive scale of increased involvement of financial institutions that 
heretofore had not been significant players in the energy space. 

For example, Robert Mabro argues that 

“Econometric models show that the net position of the so- 
called ‘non-commercial traders’ is correlated with the subsequent 
direction of price changes. In other words, when the non-com- 
mercial entities hold a net long position (they are betting on a 
price rise) prices often do rise. And the opposite impact occurs 
when these entities hold net short position. Is it not odd that the 
non-cormnercial players (meaning very broadly the non-oil com- 
panies) should lead and the commercial entities (broadly speaking 
oil or energy companies, oil users and oil-related agents) should 
follow in what is supposed to be an oil market?”^* 

Others believe in variations of a “new regime” argument (hat has two dimen- 
sions. On the supply side, they would argue that there has been a permanent move- 
ment up the oil and gas production cost curve caused by a lack of investment by 
and in the petroleum extraction industry. On the demand side, there has been an 
increase in the rate of growth in oil and gas demand (the oil side mostly from Asia; 
the gas side mostly from increases in the use of combined cycle gas turbines by 
the power industry). Taken together, the new regime is characterized by increases 
in demand for oil and gas that exceed the increase in supply. Thus, the new regime 
argument indicates it was inadequate investment in production, not excess invest- 
ment in financial energy markets that was primarily behind the massive price in- 
creases of 2000 - 2006. This may also reflect the risk created by recent political 
turmoil and rising resource nationalism in areas like Venezuela with substantial oil 
reserves. S60 may be the market oil price necessary to draw forth tlie investment 
required to develop the supplies that are on the margin. 

In the oil market, many focus on the fact that spare crude oil production capac- 
ity has diminished, and there have been additional concerns over supply adequacy 


Robert Mabro, “Robert Mabro Questions the Suitability of the Current Oil Price Regime,” Oxford Energy Forum, February 
2007, page 15. 
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caused by the increasingly prominent “peak oil” thesis.-'^ Such long-term concerns 
can explain why market participants have bid up the price at the back of the for- 
ward curve. Seilers at the back end of the curve may believe the peak oil argument 
is overblown, and that in any everh; marginal cost does not set the crude oil price. 


^ciude CO 2 mitigahon co^s 
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A third and more nuanced view - in some variations related to Peak Oil -- ar- 
gues that the world has exhausted most of the oil that is available at find ing costs of 
less than $ l0/l)arTel This leads to a traditional, increasing-marginal-cost explana- 
tion for higher oil prices. The chart above presents the relationship between pro- 
duction cost, oil already produced, and the marginal costs of allemativcs to “cheap 
oil” as seen by the International Energy Agency (lEA). Tlie lEA supply curve in- 
dicates that there are 5 trillion barrels of oil available at “economic prices” of less 
than $7G/bbl (in 2004 dollars). If this is correct, and the oil extraction business .still 
responds to economic opportunities, then the market prices of S70/ban-el reached 
in 2006 were urusustainable, and constituted a classic commodity “bubble.” The 
fmanciai energy markets, by providing such convenient vehicles for the financial, 
expression of views about oil scarcity, will have contributed to the bubble. 

'fhe IBA supply curve is a useful tool for pointing out that liie quantity of 
“OPEC ME” (OPEC Middle East) available oil is curtailed by instab.tlity (as with 
Iraqi oil), failure to maintain fields properly some believe is the case with Ira- 
nian reserves), and deliberate under-production of available reserves by govem- 
ments who have decided that their nations’ discount rates are veiy, veiy low. The 
conundrum k that there is still a great ded of oil in the “OPEC ME” category, 
available for exploitation at less than $15,%bl, but there are political constraints on 
its expeditious production. Those who invest in more expensive oil are essentially 
taking a political ganible: that Utis oil will continue to be held off the market, mak- 


Those who adhere to the Peak Oil argument have develoj^d , inter aiia, regular conference.s and journals reviewing the topic. 
See the Peal Oik web site maintained by Colin Campbell at hhp://www.peakoil.net/ . 
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ing it economical to invest in the production of more expensive conventional and 
unconventional oils. In essence, they are speculating on the assumption that the 
sub-$ 1 5 barrels are no longer on the margin.*” 

For investors, these arguments are of more than academic interest. Any invest- 
ment in high-cost conventional oil resources runs the risk that the constraints on 
producing more of the sub-$15 oil pool will be relieved. Such relief could come 
from resolution of political conflicts in the Middle East, thus releasing the pent-up 
Iraqi reserves, or from a decision by Saudi Arabia to double its production. 

In the absence of liquid financial energy markets, market participants could ex- 
press their views on these Issues in only two “physical” markets: the spot market, 
and the markets for oil in the ground.*' The existence of financial energy markets 
provides a forum for the expression of views in the arena between spot markets and 
oil in the ground. Financial energy markets are available for the “prompt month” 
(which should converge with the spot price), and then for months and years into 
the future. 

Concerns About the Impact of Financial Markets 

As prices rose from the customary trading range of $ 1 0 to $30 in the 1 990s, to 
$30 - $80 beginning in 2002, the debate about the role of financial markets became 
more heated, and attracted notable participants, especially in the United States. In 
the summer of 2006, a number of investigative committees of the U.S. Senate con- 
ducted hearings on the issue, and one committee — the Permanent Subcommittee 
on Investigations - issued an influential report titled The Role of Market Specula- 
tion In Rising Oil and Gas Prices: A Need To Put the Cop Back On the Beat. 

Former Federal Reserve Chairman Alan Greenspan explained to the Senate 
Foreign Affairs Committee that there had recently been “a major upsurge in over- 
the-counter trading of oil futures and other commodity derivatives.” Greenspan 
observed that “increasing numbers of hedge funds and other institutional inves- 
tors began bidding for oil [and] accumulated it in substantial net long positions in 
crude oil futures, largely in the over-the-counter market,” and that these activities 
affected oil prices: “These net long futures contracts, in effect, constituted a bet 
that oil prices would rise... With the demand from the investment community, oil 
prices have moved up sooner than they would have otherwise. 

Mr. Greenspan also suggested that these price increases have stimulated ad- 
ditional oil production, a large increase in oil inventories, and a partial scale-back 
of consumption.*^ 


Make reference to the announcements re investment in Shale and Tar Sands 

While derivative markets for oil have existed in some forms since the 19”' century, we will date the emergence of the mod- 
em petroleum derivatives markets with the successftil launch of the forward markets in the North Sea in the late !970s and 
the successful launch of the New York Mercantile Exchange crude oil contract in 1 984. We treat investments in oil producing 
companies as a subset of the market for oil in the ground. 

Greenspan, Alan. Statement before the Senate Committee on Foreign Relations, United States Senate, June 7, 2006. 

Coleman, Norm (Chaimian). Levin, Carl (Ranking Minority Member). The Role of Market Speculation In Rising Oil and 
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The U.S. Senate sub-Coramittee investigating oil prices in 2Q06 concluded 
that; 


“[T]here is substantial evidence that the large amount of spec- 
ulation in the current market has significantly increased prices. 

Several analysts have estimated that speculative purchases of oil 
futures have added as much as $20-$25 per barrel to the current 
price of crude oil, thereby pushing up the price of oil from $50 to 
approximately S70 per barrel.”^ 

These opinions about the effect of speculation in financial energy markets on 
oil prices appear to be based on a fairly straightforward proposition: the large and 
sudden increase in the market position of any subset of oil market participants will 
lend to move prices up if the increase is in demand (expressed in financial energy 
markets as an increase in long positions) and down if the increase is in supply (ex- 
pressed in financial markets as an increase in short positions). Even though there 
is “a long for every short and a short for every long,” a sufficiently large market 
participant may be able to create sudden surges in supply or demand (or sudden 
shifis in the demand or supply curves of the oil market). 

For example, assume that on a given day an extremely large speculator decides 
to go short. His brokers will then attempt to purchase 5,000 short contracts. All 
other things being equal, the effect of such a large increase in the number of shorts 
demanded is to drive down the price. The order for 5,000 short contracts amounts 
to a search for 5,000 long contracts, and in the open outcry process on the floor 
of the NYMEX, the bid price will fall until the necessary number of longs are at- 
tracted to take the offsetting positions for the 5,000 shorts. 

The nature of any market - financial or physical - is that such a process can 
feed on itself. If the inlra-day price decline forces prices below a technical support 
level, those who trade on such signals w'ill be attracted into the market, creating 
further downward price pressure. Market participants can wonder what led to the 
price decline if nothing of consequence was indicated in the physical supply-de- 
mand equation. 

For many economists, such effects can be expected only if two conditions 
exist: a large market participant is exercising market power, or subsets of market 
participants are (deliberately or coincidentally) acting together, or “herding” and 
the effect of their acting together is to exercise market power.'** 


Gas Prices: A Need To Put the Cop Back On the Beal, Staff Report, Permanent Subcommittee on Investigations, U.S. Senate, 
June 27, 2006, page 3. Hereafter, the Coleman [2006]. 

Coleman, Norm (Chairman). Levin, Carl (Ranking Minority Member). The Role of Market Speculation In Rising Oil and 
Gas Prices: A Need To Pul the Cop Back On the Beat, Staff Report, Permanent Subcommittee on Investigations, U.S. Senate, 
June 27, 2006, page 2, 

For a detailed presentation on the difference between these two market characteristics as it applies to financial oil markets, 
see Robert J. Weiner, Do Birds of a feather Flock Together: Speculator Herding in the World Oil Market, (Washington DC: 
Resources for the Future Discussion Paper, June 2006). 
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Trading Entities and Their Trading Styles 

While hedge funds have attracted much of the attention of the press, they are 
only a subset of all of the institutions that trade oil. Even within their own cohort, 
hedge funds are an extremely variegated herd, each with its own directives and 
trading strategies. The effects of the oil trades of these participants are unlikely to 
flow in the same direction. 

Quite apart from hedge funds, commercial and investment banks make a vari- 
ety of offerings to investors that, ultimately, result in a financial institution placing 
substantial hedge positions in the market. For example, some banks offer struc- 
tured notes indexed on oil with fixed or guaranteed returns. The buyers of these 
notes are not oil market participants, and purchase them largely for portfolio di- 
versification. 

Of greatest recent interest is the role of yet a third type of trading entity in the 
energy sector — index or passive investors, who are looking for portfolio insurance 
via commodity returns, and are prepared to pay for the portfolio benefit. These 
funds may buy an index, like the Goldman Sachs Commodity Index, which guar- 
antees them the return of the index. The seller of that index, usually a bank, hedges 
the index exposure in the energy market by buying the futures that correspond 
to the index. Some participate as buyers in a Roll Index, which could entail, for 
example, buying the second month futures. When the prompt month expires, the 
Roll Index participant holds the prompt, which they sell to buy the second month 
futures contract again.'^ Others take the opposite view, and arc roll sellers. 

There is a substantial amount of anecdotal evidence that much of the increase 
in open interest in commodity contracts was precipitated by a decision of pen- 
sion funds to increase their exposure to commodities. For example, the Wall Street 
Journal reported on September 9, 2004 that “at the start of the decade, Europe’s 
two biggest pension funds had no commodity investments. Stichling Pensioen- 
fonds ABP, the €157 billion ($190 billion) fund for Dutch government and educa- 
tional-system employees, got into commodities in 2001 and has reached its target 
of having 2.5% of its assets, or close to $5 billion, in commodities. A year earlier, 
the €55.7 billion PGGM fund for Holland’s health-and-welfare sector waded into 
commodities. It now has 4,3%, or roughly $3 billion, invested in them.” 

The interest in commodity exposure was not restricted to pension funds: “Har- 
vard University has been investing in commodities for more than a decade, and its 
internal benchmark calls for allocating 13% of the university’s $19.3 billion en- 
dowment to oil, gas and other commodities. That’s just two percentage points less 
than the weighting as.signed to U.S. stocks and two points more than the allocation 
to U.S. bonds. Unlike many pension funds that passively follow a benchmark, 
Harvard actively manages its commodity investments, and 1 0 percentage points of 
the 13 allocated to commodities are invested in timber.”^’ 


See, for example, Dizard, John, “Speculators Profit from Commodity Investors,” which notes that speculators “In the pits, 
physical or electronic, bet against the certainty that commodity index investors’ positions are rolled in a mechanistic manner 
every month, in known patterns on particular days.“ Financial Times, Jan. 22, 2007. 

Michael R. Sesit, “Commodities Enter Investment Mainstream,” Wall Street Journal, September 9, 2004, 


^'2007, Energy Security Analysis, Inc. 


32 



756 


Financial Energy^ Markets and the Bubble in Energy Prices 


Within the financial community, however, it would be quite unusual for the 
trading activities of each of these entities to have effects in the same direction. To 
the contrary, one would expect that the effects of these traders on markets would 
usually be quite dispersed as each trader follow's his own objectives. Anecdotal 
accounts refer to a variety of trading styles: 

• Mean reversion traders believe that commodity prices lend to return to long- 
tcnn averages, and thus their trades would lend to help market prices remain 
within given channels. Chartists or technical traders could accentuate trends 
when their systems indicate they should endure, and bring them to an end to 
when their systems indicate they should not. Notions of powerful “support’' 
and resistance levels have long held sway over this community, and there is an 
array of software support available to those w'ho trade in this manner. 

• Macro traders believe in linkages between energy and other markets. These 
include incorporating views on macro-economic growth into energy trades 
(the “China syndrome”), or specific statistical relationships (dollar - yen - oil 
pricing dynamics). 

• Fundamental commodity traders who believe they have superior information 
about energy supply and demand. 

• Passive investors who only own energy contracts for their portfolio effects. 
In recent years, pension funds holding hundreds of billions of dollars began 
allocating a few percent to energy commodities. This so-called “index invest- 
ing” is a trickle for this segment of the economy, how ever, it is a torrent of 
investment for the energy sector. Banks make various offerings to their private 
banking investors that, ultimately, may result in a financial institution placing 
substantial hedge positions in the market (whether these are shown as hedges 
in CFTC reports is unclear). For example, some banks offer structured notes 
indexed on oil with fixed or guaranteed returns. The buyers of these notes are 
not oil market participants, and purchase them largely for portfolio diversifica- 
tion. 

• Roll index investors looking for portfolio insurance via commodity returns 
are prepared to pay for the portfolio benefit. They may buy an index, like the 
Goldman Sachs Commodity Index, which guarantees them the return of the 
index. The seller of that index, usually a bank, hedges the index exposure in 
the energy market by buying the futures that coirespond to the index. Some 
participate as buyers in the Roll Index, which could entail, for example, buy- 
ing the second month futures. When the prompt month expires, the Roll Index 
participant holds the prompt, which they sell to buy the second month futures 
contract again. Others take the opposite view, and are roll sellers. 

[There are also simply gamblers who may try to take advantage of the known 
practices of investors that trade in a disccmablc pattern.] 
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Analysis of The Effects of Financial Markets on Oil and Gas Prices 

In the past decade, various studies of the behavior of financial market par- 
ticipants have been conducted, and they have shed a considerable amount of light 
on what is, and is not, happening. In this endeavor, the primal^ .source of data on 
financial traders’ behavior is the “Commitment of Traders” report of the U.S. Com- 
modities Futures Trading Commission (CFTC). 

The CFTC divides market participants into “commercial” and “non-commer- 
cial” classes: 

“A trading entity generally gets classified as a “commercial” 
by filing a statement with the Commission (on CFTC Form 40) 
that it is commercially “...engaged in business activities hedged 
by the use of the futures or option markets.” hi order to ensure that 
traders are classified with accuracy and consistency, the Commis- 
sion staff may exercise judgment in re-classifying a trader if it has 
additional information about the trader’s use of the markets. 

A trader may be classified as a commercial in some commodi- 
ties and as a non-commcrcial in other commodities. A single trad- 
ing entity cannot be classified as both a commercial and non-com- 
mercial in the same commodity. Nonetheless, a multi-functional 
organization that has more than one trading entity may have each 
trading entity classified separately in a commodity. For example, 
a financial organization trading in financial futures may have a 
banking entity whose positions are classified as commercial and 
have a separate money-management entity whose positions are 
classified as non-commercial. 

The long and short open interest shown as “Nonreportable 
Positions” are derived by subtracting total long and short “Re- 
portable Positions” from the total open interest. Accordingly, for 
“Nonreportable Positions,” the number of traders involved and the 
commercial/non-commercia! classification of each trader are un- 
known.” 

Finally, as noted earlier in this report, the CFTC provides an additional level of 
detail on the behavior of non-commercials with its reports on spreading activities: 

“For the futures-only report, spreading measures the extent 
to which each non-commercial trader holds equal long and short 
futures positions. For the options-and-fiitures-combined report, 
spreading measures the extent to which each non-commercial 
trader holds equal combined-long and combined-short positions.” 


Published COT data, while interesting and useful, however, are incomplete 


See “Backgrounder” on CFTC web site http;//www.cftc.gov/opa/backgrounder/opacot596.htm. 
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and sometimes unclear. The most important omission is over-the-counter market 
transactions. As noted earlier, over the past several years, more and more forward 
transactions (both energy and non-energy) have moved from organized exchanges 
like NYMEX to platforms for bilateral and OTC trades, particularly the Intercon- 
tinental Exchange. Thus, it is appropriate to consider the volume and open interest 
data of the NYMEX the tip of energy trading iceberg. 

In addition, within the confines of the COT data, it is unclear how bright the line 
is between the “non-commercia!” (a.k.a., speculators) and “commercials” (a.k.a., 
hedgers). Analysts disagree about the best way to use the data in the analysis of the 
influence of specific trading cohorts overprices. Some argue in favor of using total 
(commercial, non-commercial, and non-reporting) open interest, others total non- 
commercial open interest, and yet others net non-commercial open interest. 

Even though the COT data are incomplete and unclear, they are all the data 
practitioners have. Thus, given that is information, the analytical community has 
naturally tried to find relationships between changes in trading positions and prices. 
After some ten years during which a number of studies — with varying degrees of 
rigor and focus - have been conducted, it is fair to say that - Robert Mabro’s pre- 
vious assertion (see page ) notwithstanding — there is no consensus on whether 

financial markets exert a sui generis effect on the price of oil and gas, 

Generally, formal statistical results on the issue are deemed unimpressive, 
which is to be expected given the dispersion of trading strategies already reviewed. 
A 2006 study conducted by the U.S. Commodities Futures Trading Commission 
concludes that, 

“on average, [managed money trader] MMT participants do 
not change their positions as frequently as other participants, pri- 
marily those who are hedgers. We find that there is a significant 
correlation (negative) between MMT positions and other partici- 
pant’s positions (including the largest hedgers), and results sug- 
gest that it is the MMT traders who are providing liquidity to the 
large hedgers and not the other way around. We find that most of 
the MMT position changes in the very short run are triggered by 
hedging participants changing their positions. That is, the price 
changes that prompt large hedgers to alter their positions in the 
very short run eventually ripple through to MMT participants who 
will change their positions in response.”*'^. 

Robert Weiner, in a study published in 2006, obtained access to detailed COT 
data and conducted an analysis focusing on market power and herding. The study 
concludes that “the evidence indicates that speculators as a group did not herd dur- 
ing the time period for which data are available (mid-1990s). There is evidence, 
however, that some .subgroups of speculators do tend to act in parallel {‘flock’), 
notably commodity pool operators... Even among subgroups that flock, the extent 


See Michael S. Haigh, Jana Hranaiova and James A. Overdahl, Office of the Chief Economist, U.S. Commodity Futures 
Trading Commission, “Price Dynamics, Price Discovery and Large Futures Trader Interactions in the Energy Complex,” April 
28 , 2005 . 
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of parallel trading is modest.”^® 

Another study was conducted by analysts from the International Monetary 
Fund, which compared the behavior of oil spot prices and the non-commercial 
positions in three commodities: crude oil, copper, and cotton. The IMF study - ac- 
knowledging that COT data had numerous characteristics that hindered definitive 
analysis -concluded that “[crude oil, copper, and cotton] prices appear less vola- 
tile than speculative positions across commodities, with no discernible common 
trend between prices and speculation. For example, in the crude oil market there 
has been no persistent pickup in net long noncommercial positions in recent years 
when oil prices have had a strong upward trend. More strikingly, in the copper 
market, net positions have actually fallen steadily over the past year, during which 
prices have reached record highs, suggesting that contrary to common perceptions, 
speculation may not have played a major role in the recent price run-up.” 

The IMF study left open, however, the possibility that - for shorter periods of 
time — there may be a stronger link between (he positions of non-commercials and 
prices: “while the series do not appear to be correlated over the long run, for most 
commodities some correlation appears to be present over subperiods, as peaks and 
turning points seem to occur around the same time across the two series.”^' 

Some Illustrative Analyses of Financial Market Effects on Oil 
Prices 

If it is unsurprising that simple correlation studies would fail to find a long- 
term, systematic relationship between oil prices and the changes in trading posi- 
tions, there remains an apparently large community who appear less impressed 
with an absence of statistical proof and more imprcs.scd with practitioner state- 
ments - such as those by Mr. Greenspan and Mr. Mabro - that appear to take for 
granted that financial markets have a sui generis impact on oil prices. 

At the most general level, regulators appear to lake for granted that “the funds” 
can affect the markets in which they participate. For example, the U.S. Federal 
Reserve Board’s Patrick Parkinson testified before Congress that “Although the 
role of hedge funds in the capital markets cannot be precisely quantified, the grow- 
ing importance of that role is clear. Total assets under management are usually 
reported to exceed $1 trillion. Furthermore, hedge funds can leverage those assets 
through borrowing money and through their use of derivatives, short positions, and 
structured securities. Their market impact is further magnified by the extremely 
active trading of some hedge funds. The trading volumes of these funds reportedly 
account for significant shares of total trading volumes in some segments of fixed 
income, equity, and derivatives markets.^^” 


Weiner, “Birds of a Feather,” p. 2. 

Sergei Antoshin and Hossein Samiei, "’’Has Speculation Contributed to Higher Commodity Prices?” inName of IMF Report, 
(Washington, DC; International Monertary Fund), pp. 15-18. 

Patrick Parkinson, Deputy Director, Federal Reserve Board, Division of Research and Statistics, “The Role of Hedge Funds 
in the Capital Markets,” Testimony Before the Subcommittee on Securities and Investment, Committee on Banking, Housing, 
and Urban Affairs, U.S. Senate May 16, 2006. Emphasis added. 
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The June 2006 report from the Senate Permanent Subcommittee On Investi- 
gations titled “The Role Of Market Speculation In Rising Oil And Gas Prices: A 
Need To Put The Cop Back On The Beal” cited (in addition to Mr. Greenspan), 

Citigroup, Goldman Sachs, and energy economist Philip K. Verleger, Jr. as being 
in the camp of those who believe there is a relationship between financial market 
activity (specifically, speculation, which is a narrower form of participation than 
we are reviewing in this paper), and oil prices2^ 

Clearly, given the different ways financial institutions participate in financial 
oil markets, simple regressions of the market positions of any particular cohort of 
market participants (including “non-commercials”) with price changes are unlike- 
ly to be revealing. The trading community is much too variegated to have a simple, 
measurable effect. The fact is that financial markets offer a variety of participants, 
each with its own directives and trading strategies. Therefore, the effects of the oil 
trades of these participants would rarely flow in the same direction. An analysis of 
the long-term relationships between any particular group of traders and the price 
of oil or gas, therefore, is unlikely to provide tnuch insight. 

More fundamentally, it would be naive to expect any sustained causation be- 
tween trading strategies and prices. Some trading strategies are based on the belief 
that markets eventually maintain fundamental relationships, and trades reflecting 
that belief can act as stabilizers to the market, and slow a market's adjustment to 
new developments. Chartists and trend traders, in contrast, can push the market 
quickly to new levels and can exaggerate price moves. Macro funds provide a link- 
age between commodity markets and other global investment markets. Fundamen- 
tal commodity funds may actually enable futures prices to reflect the current ex- 
pected future outcome, where current publicly available information is inadequate 
or inadequately distributed. This suggests that much of the time that their impacts 
would tend to cancel one another out, which is consistent with poor econometric 
results. 

There are, nevertheless, several areas where causation should not be dismissed, 
all of them consistent with normal economic analysis: 

}. Perfect storm episodes: there are likely to be periods of time when the condi- 
tion of the physical energy market and trading strategies of financial market 
participants are in such good alignment as to produce “herding” and “bubbles” 
or their opposite, crashes. 

2. Variations on the market power syndrome: It is possible that the positions of 
some market participants - index funds as one example - are so large as to 
constitute witting or unwitting market power. A large-scale infusion or retreat 
from any of the various positions by very large index funds might have price 
effects. The contract volumes involved in such shifts may — in the scale of oil 
trading — be quite large, but in the scale of money under management by these 
funds, be quite small. The index funds may be the “elephants in the bathtub” 

- especially in the long-dated markets. 

Coleman 12006], p. 24-25. 

Economists call the tendency of traders to engage in similar strategies “herding.” Robert Weiner has shown that there is little 
evidence of systematic and prolonged herding in the financial oil markets. 
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The chart on page 5 of this report traced deveiopments in total open interest in 
the WTI futures contract and the price of prompt WTl. At a simple level, the corre- 
lation of these two data sets has an of 0.6 over the entire 1983 to 2006 period. In 
keeping with a theory that the financial markets occasionally have little impact on 
oil prices, there are periods (e.g., from 1996 to mid-1999) when there was a very 
low correlation between them, and other periods (e.g., from January 2001 to Octo- 
ber 2006) when the correlation was quite strong (an R‘ of 0.8). These results invite 
a theory that (j) index funds may be biased to the long side of the WTI contract, 
perhaps because a long position in oil is used as a hedge against inflation, and (2) 
they tend to follow trends. That theory holds up quite well during the bull market 
for oil and other commodities that was evident from 200 1 to 2006. 

The analysis of the net positions of non-commercials - which wc began in 
1994 - reveals periods of greater and lesser correlation, as is to he expected given 
the dispersion of trading programs. The charts nearby define a net position as long 
minus short open interest, and break the 1986-2006 period into three parts: 

1. 1986 to 1992, when (except for the period marking the Iraqi invasion of Ku- 
wait and before the onset of the Gulf War that expelled Iraq from Kuwait) WTI 
was trading in a range of $10 to S20/bbl. During this period, non-commercials 
were usually net short and their swings from net long to net short appeared to 
coincide with decreases in the price of WTI. 

2. 1992 to 1998: Non-commercials’ positions oscillated between net long and net 
short in long trading cycles that tracked a WTI trading pattern between $14 
and $26/bbl. At the end of that cycle, during the period marked by the Asian 
financial crisis, WTI prices sank to nearly SlO/bbl. 

3. 1999 to 2006; a great and extended bull market, beginning from the depths 
of the Asian economic crisis, brought oil prices from S20 to $70. The non- 
commercials were usually on the long side of this trend. Open interest in the 
WTI contract rose rapidly during this period. Anecdotal evidence indicated 
new money from index and pension funds, pulled into oil markets by financial 
advisors urging their clients to increase their long exposure to commodities. 
This inflow would have helped to accelerate the oil price increase. Their high 
rates of return in 2004 and 2005 fed the impulse of other funds to get on the 
long side of oil. This trend continued into early 2006. When it appeared near 
the end of the year that the long bull market was over, funds rapidly bailed out 
of their positions, accentuating the downward pressure on prices which pushed 
prices back towards $50/bbl by the end of the year.” 

In these charts, the visual correlation between the net positions of the non- 
commercials and the price of WTI occasionally supports a conjecture that sudden 
changes in the preferences of speculators may be among the causes of changes in 
the price of oil. 


It is important to note that the charts match weekly COT data with the price of prompt (first month) WTi. Correlation statis- 
tics are highly sensitive to the time period chosen, which is consistent with a theory that the influence of financial markets on 
oil prices waxes and wanes. The inter-relationship between events in the physical market and financial markets are extremely 
complex. 
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A third approach to the study of the effects of financial energy markets is to 
evaluate the relationship between the spread positions in the NYMEX WTl con- 
tract and the price of WTI. The volume of spread trades has increased enormously, 
and now outweighs the number of outright trades. It is interesting to observe that 
there is a high positive con'elation (R^ of 0.86) between the amount of open inter- 
est in spread trades (futures and options) and the price of WTl. Without knowing 
more about tlie structure of the time spreads (a study that goes beyond the scope of 
this report but which might yield some interesting results), it is difficult to know 
exactly what the implication of this correlation may be. 

Potential Hypotheses for Further Evaluation 

We continue to develop these analyses of the relationship between non-com- 
mercials and cimde oil prices. Among the price hypotheses to be explored in future 
work are: 

1. Financial traders fend to reinforce price floors and ceilings until funda- 
mental forces move them. Whenever crude oil prices are at the top of the 
presently established trading range, and non-commercials have a large net 
long position, we would expect prices to weaken because non-commercials 
will sooner or later abandon their net long position. As the following charts 
indicate, however, over time these trading ranges change in reaction to impor- 
tant fundamental events. In economic parlance, both the supply curve and the 
demand curve have shifted as oil hccame thoroughly ‘"financialized.” Thus, it 
is productive to look at crude oil prices since 1986 in terms of three cycles: 
1986-1992, 1993-1998, 1999-2006. 

2. Financial traders' '‘turnover" of trading positions is one of the primary 
forces in the movement of oil prices between the top and bottom of the 
trading range. Speculative traders - especially profcs.siona] hedge fund man- 
agers - are paid to make profits, not to sit on profits. There have been extensive 
periods of lime during which there are two to three cycles of bull-and-bear 
trading (i.e., going long/going short) per year. 

3. Financial trading affects backwardation and contango. Since 1983, the 
ciude oil price curve has been in backwardation (defined for the sake of this 
discussion a-s a condition in which the prompt price is higher than the 12'^ 
month price) 68 percent of the time, and in contango (a condition in which the 
prompt price is lower than the 12'^ month price) 32 percent of the time. Back- 
wardation is typically associated with periods of spot market tightness, and 
contango with periods of spot market surplus. Often, the bigger the net long 
position of non-commercials, (he more likely the market is to be in backward- 
ation. This reinforces the oil market’s typical tendency to be in backwardation, 
because speculators arc more often net long WTl than net short WTI. 

Fallibility of “the Funds'* 

Neither hedge funds nor any other cohort of the speculator community are 
infallible. As the nearby charts, as well as anecdotal evidence, indicate, there are 
limits to the ability of speculators not only to anticipate but also to influence mar- 
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kets- While WTI is an excellent vessel for holding traders’ fears and hopes, the 
very complex dynamics of global crude oil physical demand and supply exerts 
itself inexorably, albeit opaquely (because of the highly imperfect state of world 
crude supply and demand data). 

There is an inclination, especially among traders, to assume “the financial mar- 
ket is always right.” The record clearly shows, however, that speculators are far 
from infallible. As the example of Amaranth (and its predecessors like Long Term 
Capital and Metallgesellschafl) demonstrates, they often make mistakes. Their 
mistakes are visible both in outright and in spread trades.* 

For example, ESAl has maintained a proprietary database of crude oil supply 
and demand (aka, refinery intake of crude oil) since 1984. It has developed sev- 
eral metrics of the condition of global crude oil supply and demand. One of those 
metrics, ESAl’s “Crude Balance,” which measures the surplus or deficit of crude 
supply versus demand, indicated for the wnter and spring of 2003 that, while the 
speculators were aggressively short-selling WTI, the global fundamentals were 
quite tight. At the same lime, there were plenty of political issues (tensions in 
the Middle East, deteriorating supply conditions in some exporting countries) that 
were keeping market participants - with the exception of speculators in the WTI 
market - extremely apprehensive. Thus, the spring of 2003 represents a case where 
“the non-commercials” had a bearish view of the market, but “the fundamentals” 
drove the market in the other direction. 



^‘ Amaranth reportedly lost S3 billion in a period of a few months by trading in the hyper-volatile U S. natural gas market For 
an account, see “Betting the House and Losing Big,” The New York Times, Sep, 23, 2006. 
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Implications For Capital Market Transactions 

Oii and gas forward curves are not conscious forecasts of oil prices; instead, 
they are the market-clearing prices of transactions in different periods in time. As 
such, they have all of the strengths and weaknesses of any other market-clearing 
price. If there are a lot of transactions, and transactions are properly dispersed 
among many participants, a forward market by definition has depth and liquidity, 
botli highly-regarded attributes. If there are very few transactions, or there are 
few participants, then the market has neither depth nor liquidity and is likely to be 
prone to the exercise of market power. 

If all forward transactions were on well-regulated exchanges (like the New 
York Mercantile Exchange), the depth and liquidity of forward energy markets 
would be relatively easy to assess. As diseussed in Part I of this report, however, 
there have always been over-the-counter energy markets, and these have always 
been relatively opaque. Whether the market-maker is Enron (now, of course, no 
longer on the scene but a remarkably influential player in this arena until its de- 
mise), or Goldman Sachs, or the Intercontinental Exchange, it is extremely dif- 
ficult to pin down the depth and liquidity of oil, gas (and power) forward markets, 
once one has gone beyond the third year of quotations on the N YMEX exchange. 

In the visible, NYMEX-based oil and gas futures markets, there is decreas- 
ing liquidity as one goes from prompt to far forward months of the contract. That 
decline in liquidity is not smooth, however, because the market appears to favor 
trading in certain “out months” more than in others. 

There are, therefore, four fundamentally different types of oii prices, defined 
by the date, and by the liquidity: 

1 . Spot oil prices, which have various levels of liquidity depending on the type of 
oil traded, and the location of the cargo or parcel; 

2. The forward price of oil on the NYMEX exchange where the quoted months 
have substantial liquidity; 

3. The price that an investment bank is willing to quote for longer-dated (e.g., 
ten-year) strip with a credit-worthy counterparty in an over-the-counter uans- 
action; and 

4. The price paid for “oil in the ground” that will take years or decades to ex- 
tract. 

At any given time, the relationship between spot, futures, OTC, and a pui'c 
capital market transaction for oil in the ground can be quite variable. Market par- 
ticipants are somewhat handicapped in understanding where the relationships are 
at any point in time because some of the information is harder to gel than others. 
OTC and asset acquisition transactions, for example, are often private deals whose 
pricing is not revealed. 

The chart below, nevertheless, represents an approximation of where wc be- 
lieve the various temporal markets for crude oil were in November 2006: 
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1 . The spot price was $70/barrei. 

2. The futures strip between the prompt and the sixth month was in contango, 
then was backwardized to the end of the period quoted by the NYMEX. 

3. The line representing the “real” OTC forward price in the chart assumes a 
price drop for a seller of a substantial volume of oil. The decline in liquidity in 
the futures exchanges is so substantial after the third year that it is likely that 
anyone seeking to buy or sell a large volume of oil in years 4 and after would 
have to go to the over-the-counter market, and would likely have to bear a 
premium of some sort. What that seller actually encounters depends on the 
volume, the timing, and the appetite of its counterparty for such a long-dated 
transaction. The exact relationship between the NYMEX far-dated quotes and 
what a market participant could actually get is unclear - we have inserted a 
discontinuity in the chart above simply to make the point. 

4. The “ES AI forecast” price reflected an analytical view that the spot price in the 
future would be quite different from the strip of prices quoted by the NYMEX 
in November 2006. 

5. The last and lowest price line is a hypothetical acquisition cost for “oil in the 
ground” in a transaction involving reserves in the United Slates. The actual 
per-barrcl cost of such transactions will depend on the location, the period it 
lakes to get the oil out, and the discount rates used by the buyer and seller. The 
price might be as low as S5 and as high as S25 per barrel in the November 2006 
market. For transactions in areas with much higher political risk, the oil in the 
ground might have a much lower value than even $5 per barrel. 
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The pivotal question raised by this chart (which is only a snapshot of a point in 
time in November 2006) is how the visible price indexes - spot and futures strips 

- affects the less visible indexes - the price at which capital market transactions 
take place - over time. This relationship would be useful to know for various rea- 
sons; 

1. For institutional investors, at any point in time, docs the level of prices in the 
forward market reflect a “bubble” that buyers of oil and gas production assets 
should discount in valuing those assets? 

2. For individual investors, do the share prices at which oil and gas production 
reflect a discount rate that properly accounts for the “bubble” (or the lack 
thereof, if that is our view?) 

3. For those who engage in calendar year or multi-year strategic hedging, how 
much should the hedger pay for instruments that allow it to escape from a par- 
ticular price commitment? If “better research” indicates a given price level is 
a bubble, then a buyer hedger may be well-advised to spend more money on a 
participation swap tliat makes it possible to participate in very large downward 
price moves (e.g., from S80 to $50/barrel). 

4. For those acquiring oil reserves or properties that arc believed to contain oil 
reserves, there are deals where a company bought reserves, and immediately 
turned around and sold the first four or five years of produetion forward to 
investment banks. Publicly traded oil producers may not be interested in .such 
transactions if they believe their shareholders want undiluted commodity price 
risk. Private equity players seeking a given rate of return, however, may find 
such structures more enticing. 

From the perspective of January 2007, when this was written, it now appears 
that the level to which oil prices rose in 2006 was indeed a bubble, and it is also 
clear to the authors that it was possible - by a combined analysis of physical and 
financial oil markets - to responsibly reach that conclusion in the middle of the 
bubble. Put another way, we believe that it is possible - through analysis and in- 
telligence -- to shed light on what we called the mystery of the effects of financial 
markets on oil pricing. Those who would invest in hydrocarbons in the long term 

- through acquisition of oil and gas in the ground - will benefit from including a 
review of the effects of financial markets on prices in their due diligence before 
deciding what is a reasonable price for their purchase. 

Regulatory Implications 

Largely becau.se of data quality issues, the effects of financial markets on en- 
ergy prices is (to return to Gregory Treverton’s useful distinction) a mystery rather 
than a puzzle. As such, it is a problem that is more amenable to an “intelligence” 
approach to analysis (as in the Central Intelligence Agency), than to a purely statis- 
tical approach. Because of the global complexities of both the physical and finan- 
cial energy markets, it is unsurprising that purely statistical analysis of the relation- 
ship between specific data sets (such as the open interest of non-commercials) and 
energy prices will not provide an answer. 
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How can energy market participants anticipate large and sudden shifts in the 
financial energy markets? Not easily-’. At first glance, COT futures data tell a sim- 
ple story: there is always a short for every long. As the volume and open interest 
change, then the long and short positions taken by commercials, non-commercials, 
and small traders change from day to day and week to week. As with physical 
market data, the COT data are imperfect at best. COT data are simply clues in a 
complex detective story. Why did non-commercials increase their short positions? 
Why did commercials and/or small traders do the opposite? 

We agree with Mr. Greenspan and others who believe organized specula- 
tors now affect the value of many of the assets involved in world trade. No one 
would object to this if only soft drink prices were affected by their activities. But 
when they drive up the price of the fuels that keep people from freezing, of the 
equities that hold the store of wealth of savers, and of the currencies that determine 
a nation's stature in world affairs, it is no wonder that we hear cries of alarm from 
government officials. Malaysian Prime Minister Mohathir is by no means the first 
nor will he be the last to complain about the market power of “the Funds” and of 
unscrupulous traders. 

In the United States, calls for reform of the rules governing speculation 
tend to focus on two issues: greater discloswe 'mA larger margin requirements. On 
the disclosure front, the U.S. Commodities Futures Trading Commission, during 
the tenure of the Bush Administration, has been disinclined to apply futures-slylc 
disclosure requirements on the burgeoning over-the-counter market. 

The implosion of Amaranth, however, has rekindled calls for greater disclo- 
sure.^^ The most prominent specific measure that has surfaced in Washington, DC 
is the “Oil and Gas Traders Oversight Act of 2006,”'’ The act - only two pages in 
length - simply requires that “The [CFTC] Commission shall pre.scribe rules re- 
quiring such regular or continuous reporting of positions in a I'eportable contract 
in accordance with such requirements regarding size limits for reportable positions 
and the form, timing, and manner of filing such reports under this paragraph, as 
the Commission shall determine.” A reportable contract is defined as “a contract, 
agreement, or transaction involving an energy conunodity, executed on an elec- 
tronic trading facility, or a contract, agreement, or transaction for future delivery 
involving an energy commodity for which the underlying energy commodity has 
a physical delivery point within the United Stales and that is executed through a 
domestic terminal.”'^® 

Critics of this legislation contend that such disclosure will simply cause the 
trading activity to migrate away from the United States. This seems disingenuous: 


Newspaper accounts in January 2007 indicated that “Wall Street commodity funds that have been investing heavily in energy 
futures are now loading up on agricultural commodities like com and livestock futures.” See “Wall Street is Belting on the 
Farm,” New York Times, January 19, 2007. 

See in particular, Coleman and Levin, The Role of Market Speculation In Rising Oil and Gas Prices: A Need To Put the Cop 
Back On the Beat, Staff Report, Permanent Subcommittee on Investigations, U.S. Senate, June 27, 2006, page 3. 

The influential business journalist of the New York Times, Gretchen Morgenson, called for passage of the Act in a September 
24, 2006 article titled “Dangers of a World Without Rules.” 

Oil and Gas Traders Oversight Act of 2006, available at http;//thomas.loc-gov/cgi-bitv'query/z?cl09:S.2642:. 
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one of the reasons these markete use American futures contracts as benchmarks 
is because they have faith in the underlying integrity of the American finaticiai 
system, in comparison with the alternatives. There seems to us lo be no compel- 
ling reason not to require such reporting, at least for U.S.-centered trade, and for 
European ami Asian, regulators to implement similar reporting programs. 

On the issue of margin requirements, we believe the influence of speculators 
cannot be eliminated without fliro^ing the baby — the efficacy of market force.? 

- out with die bath water. Govrariment officials and most well-informed market 
participants are aware that markets cannot thrive wdthout the depth and liquitlity 
speculators add to markets, without speculators to embrace the risk that others 
shun, and without speculators’ restless puixuit of new financial instruments tha.l 

- in spile of all of the concern about derivatives - still promote financial flexibility 
and cicativity. In short, speculators make markets work better, albeit at a cost. 

riie cost, as both the academic literature and practitioners recognize, is greater 
volatility, MarkeLs witii higher concenttation of professional speculators lend to 
e.xhibit greater price volatility. In the short run, say, over a couple of months or at 
most a few years, Uiis volatility is inconvenient and even painful to those on the 
wTong side of the price cycle. Thus, the relatively high oil prices of 2002 to 2006 
were painful for consumert;, the low price of 1998 for producers. Such volatility 
has adverse effects on industries that have capital intensive, coniple.x iiifrastnic- 
lures. Uncertainty and volatility retard investment, which in turn contributes to 
volatility in such infrastructure dominated markets. So, even though energy prices 
tend to average out in the end, a reduction in volatility can reduce the pain of get- 
ting there. Stated another way, while speculators thrive on volatility, ¥0101*8 and 
other interested parties do not, hence increased calls for regulation. 
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In the long run, commodity prices and exchange rates in freely traded markets 
tend to return to an economically rational level. Thus, oil prices - thought in the 
late 1970s and early 1980s to be on. a constantly rusing path ~ in fact showed a 
remarkable propensity to return to a very long-term average level of around S25 
per barrel, as shown in the chart below, which depicts oil prices since 1946 in in- 
flation-adjusted terms. After 2000, the price ratcheted up to levels not seen (in real 
terms) since the 1980 oil crisis. It appears from our analysis that the increase in 
demand for paper oil barrels over the past several years helped to drive those prices 
up. But if we have learned one thing about commodity speculators over the years, 
it is that they are quite willing to trade a commodity down as well as up. Thus, if 
the fundamentals of oil - the supply curve, the levels of demand, and inventories 

- conspire to drive short-term prices back down to that long-term $25/haiTel level, 
speculators will ultimately help to get it there. 

If the desire to regulate speculators further cannot be restricted to just addi- 
tional disclosures, the most direct and effective measure would be to reduce their 
leverage by increasing the margin requirements in exchange traded markets. Thus, 
the margin on a million dollar crude oil contract could be raised by, say, 20 percent, 
without substantially impairing liquidity. Funds and exchanges, of course, will re- 
sist this suggestion because it would adversely affect the liquidity of their markets. 
And so it would, but if this vSegmenl of the financial community does not regulate 
itself more etfectively, chances increase that governments w'ill ultimately regulate 
them out of existence. 

It behooves the defenders of the new status quo - market economists, invest- 
ment bankers, and Fund managers - to do everything they can to shed maximum 
light on these markets. There is still an astonishing lack of disclosure of some of 
the information that helps make market forces explicable. Until January 2007, for 
example, only the American futures markets were required to collect commitment 
of traders data. In the future, it is likely that OTC markets will have to do Such 
vital market information as petroleum inventoi 7 levels are still not published in a 
timely basis by the leading oil producing countries. Saudi Arabia, the world’s larg- 
est oil producer, fails to publish any timely details of its operations'^ 

Thriving markets have an insatiable appetite for information. It is up to govern- 
ments - the same ones that have surrendered some of their controls to the market 

- to ensure that adequate flows of information exist to feed the markets to which 
they have entrusted their fates. Governments must insist that those who sell critical 
commodities and associated financial services — whether it be Saudi Arabia or ICE 
or NYMEX - disclose enough information to ensure that known abuses (like in- 
sider trading), and preventable problems (like development of market power by an 
aberrant single hedge fund or herd of funds) do not fatally undermine the efficacy 
of the markets. At the end of the day, markets exist because governments allow 
them to. Support for oil, gas, and electricity markets is ebbing, inside and outside 
the United States, and advocates of markets as the best way to organize energy 
activities must do all they can to shore up that support. 


On January 30, , Platts Energy’ Trader that ICE was reporting large gas trading positions to the CFTC on a daily 

basis. 

See, however, www.JODIDATA.org for information about the Joint Oil Data Initiative, which is headquartered in Saudi 
Arabia. 
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Summary 


After the collapse of Enron Corp. in late 2001, that company’s activities came 
under intense scrutiny. Much of its business consisted of trading financial contracts 
whose value was derived from changes in energy prices. Enron’s derivatives trading 
was largely “over-the-counter” (OTC) and unregulated: little information about 
transactions was available. Trading in energy derivatives rebounded after a post-Enron 
slump, and much of the market remains unregulated. This “regulatory gap” strikes some 
observers as dangerous for two reasons. First, the absence of government oversight may 
facilitate abusive trading or price manipulation. A June 2007 report by the Senate 
Permanent Subcommittee on Investigations concluded that excessive speculation by the 
Amaranth hedge fund, which collapsed in August 2006, had distorted natural gas prices. 
Second, the failure of a large derivatives dealer could conceivably trigger disruptions of 
supplies and prices in physical energy markets (though the effect was minor in the Enron 
case). On the otlier hand, federal financial agencies have taken the position, in hearings 
and written statements, that market discipline and self-regulation are sufficient to deter 
price manipulation, and that new legislation is not required. 

A number of bills before the I lO'*’ Congress would give the Commodity Futures 
Trading Commission (CFTC) enhanced authority to regulate certain energy trades on 
markets other than the regulated futures exchanges. The Senate-passed version of H.R. 
2419 (the Farm Bill) would impose exchange-like regulations on electronic over-the- 
counter markets that play a significant role in setting energy prices. These provisions 
mirror an unnumbered CTFC reaulhorization bill reported by the House Agriculture 
Committee in December 2007. This report summarizes energy derivatives regulation 
and proposed legislation. It will be updated as developments wanant. 


Energy derivatives — financial contracts whose value is linked to changes in the 
price of some energy product — are traded in several kinds of markets: the futures 
exchanges and the off-exchange, or over-the-counter market. The New York Mercantile 
Exchange (Nymex) offers futures contracts based on prices of crude oil, natural gas, 
heating oil, and g^oline. (Other futures exchanges offer energy-related contracts, but 
Nymex is by far the busiest.) Futures exchanges — called “designated contract markets” 
— are regulated by the Commodity Futures Trading Commission (CFTC) under the 
Commodity Exchange Act (CEA). The CEA imposes a range of mandates on the 
exchanges (and on futures industry personnel) regarding record keeping (including an 
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audit trail for all trades), registration requirements, market surveillance, financial 
standards, sales practices, handling of customer funds, and so on. 

The second trading venue for energy derivatives is the off-exchange, or over-the- 
counter (OTC) market. Unlike the futures market, there is no centralized marketplace for 
OTC derivatives. Instead, a number of firms act as dealers, offering to enter into contracts 
with others who wish to manage their risk exposure to energy prices. OTC contracts 
based on energy products are generally exempt from regulation under the CEA, so long 
as the contracts are offered only to “eligible contract participants,” defined as financial 
institutions, professional traders, institutional investors, governmental units, and 
businesses or individuals who exceed various asset and income thresholds. The law 
assumes that sophisticated parties such as these do not need the investor protections that 
government regulation provides for small public customers of the futures exchanges. 

In recent years, a hybrid form of market has emerged, which resembles the 
exchanges in that multiple parties can trade on an electronic platform, but which is largely 
exempt from CFTC regulation. These markets are known as “exempt commercial 
markets.” They must notify the CFTC before they begin operations, and provide certain 
basic information about themselves, but they are not required to monitor trading or 
enforce CEA prohibitions against fraud or manipulation. The CFTC has limited 
jurisdiction over these exempt markets: it can take action against fraud and price 
manipulation. In addition, if the exempt market plays a significant role in setting 
commodity prices, the CFTC can require public disclosure of certain price and volume 
data. 


To traders, whether they are speculating on price changes in search of profit or using 
derivatives to protect themselves from the price risk associated with producing or 
purchasing physical energy commodities, these markets are basically interchangeable. 

Historical Development of Derivatives Regulation 

In 1974, Congress observed that derivatives trading was about to expand from its 
traditional base in farm commodities into financial futures — contracts based on bonds, 
interest rates, currencies, and so on. To ensure that derivatives traders received the same 
protections whether they were trading pork bellies or T-bonds, P.L. 93-463 created the 
CFTC to oversee all derivatives trading, regardless of the nature of the underlying 
commodity. The CFTC was given exclusive Jurisdiction: all contracts that were “in the 
character of’ futures contracts had to be traded on a CFTC-regulated futures exchange. 

There were two major exceptions to this exchange-trading requirement. Forward 
contracts, where actual delivery of the commodity would take place at the expiration of 
the contract, were considered cash sales and not subject to the CEA. Second, the so- 
called Treasury Amendment (part of the same law that created the CFTC) specified that 
contracts based on foreign currencies or U.S. Treasury securities could be traded off- 
exchange. Existing markets in these instruments had long used futures-like contracts and 
appeared to function well without direct government regulation; Treasury saw no public 
interest in bringing them under the new CFTC. 
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During the 1 980s, a market in OTC derivatives evolved, utilizing swap contracts 
that served exactly the same economic functions as futures. The first swaps were based 
on currencies and interest rates; later, OTC contracts based on commodity (including 
energy) prices were introduced. These OTC markets were well established before the 
CFTC made any move to assert its jurisdiction, despite the fact that swaps were clearly 
“in the character of’ futures contracts. The potential CFTC jurisdiction, however, created 
legal uncertainty for the swaps industry: if a court had ruled that a swap was in fact an 
illegal, off-exchange futures contract, trillions of dollars in outstanding swaps could have 
been invalidated. This might have caused chaos in financial markets, as swaps users 
would suddenly be exposed to the risks they had used derivatives to avoid. 

The CFTC issued a swaps exemption in 1989, holding that the CEA gave it authority 
to regulate swaps, hut that it would not do so as long as they differed from futures 
contracts in certain enumerated respects. In 1992, Congress gave the CFTC additional 
authority to exempt OTC contracts (P.L. 102-546). In response, the CFTC modified the 
1989 swaps exemption in 1993, and also issued a specific exemption for OTC derivatives 
based on energy products.' Under the 1993 exemption, OTC energy derivatives would 
not be regulated if all trading was between principals whose business involved the 
physical energy commodities underlying the derivatives, if all contracts were negotiated 
as to their material terms (unlike futures contracts, where terms are standardized), and if 
all contracts were held to maturity (rather than traded rapidly, as futures are). 

This exemption was a matter of regulation, not statute. In May 1998, the CFTC 
issued a “concept release” that indicated that it was considering the possibility of 
extending features of exchange regulation to the OTC market. The release solicited 
comments on whether regulation of OTC derivatives should be modified in light of 
developments in the marketplace. Among the questions were whether the existing 
prohibitions on fraud and manipulation were sufficient to protect the public, and whether 
the CFTC should consider additional terms and conditions relating to registration, capital, 
internal controls, sales practices, record keeping, or reporting. 

The concept release drew strong opposition from the swaps industry and from other 
regulators, especially the Federal Reserve. In December 1 998, Congress included in the 
Omnibus Appropriations Act (P.L. 105-277) a provision directing the CFTC not to 
propose or issue any new regulations affecting swap contracts before March 31, 1999. 
In November 1999, the President’s Working Group on Financial Markets issued a report 
entitled “Over-the-Counter Derivatives Markets and the Commodity Exchange Act.” The 
report recommended that, to remove uncertainty about the legal and regulatory status of 
the OTC market, bilateral transactions between sophisticated parties that do not involve 
physical commodities with finite supplies should be excluded from the Commodity 
Exchange Act; that is, the CFTC should have no jurisdiction. While the Working Group’s 
report made a distinction between financial commodities and those with finite supplies, 
and suggested that continuing CEA jurisdiction was appropriate for the latter, the report 
did not recommend that the CFTC should rescind its exemption of OTC energy 
derivatives. In other words, the Working Group saw no immediate problem with the 
uruegulated status of OTC markets in energy derivatives. 


' “Exemption for CertainProductsInvolvingEnergy Products,” Federal Register, yo\. 58, April 
20, 1993, p. 21286. 
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In 2000, Congress passed the Commodity Futures Modernization Act of 2000 (P.L. 
106-554, H.R. 5660). That legislation established three classes of commodities. First, 
financial variables (interest rates, stock indexes, currencies, etc.) are defined as “excluded 
commodities,” and OTC contracts based on these are not subject to the CEA (provided 
that trading is restricted to “eligible contract participants,” that is, not marketed to small 
investors). Second, derivative contracts based on agricultural commodities generally 
cannot be traded except on the futures exchanges; these remain under CFTC jurisdiction. 
Finally, there is an “all other” category — “exempt commodities” — which includes 
energy products. Contracts in exempt commodities can be traded in the OTC market 
without CFTC regulation provided that no small investors participate. However, certain 
antifraud and antimanipulation provisions of the CEA continue to apply. If an OTC 
exchange is created — defined in the legislation as an “electronic trading facility” where 
multiple buyers and sellers may post bids and trade with each other — the CFTC has 
some oversight jurisdiction and may require disclosure of certain market information. 

In summary, the OTC energy derivatives market developed outside CFTC 
jurisdiction in the late 1 980s and early 1 990s, despite the CEA’s apparent prohibition of 
such a market. As with financial OTC derivatives, however, the CFTC never challenged 
the legality of this off-exchange market. As concerns about legal uncertainty mounted, 
the CFTC in 1993 issued an exemption stating that certain OTC energy transactions did 
not fall under the CEA, In 2000, Congress essentially codified this exemption, by 
including energy in the category of “exempt commodities.” This removed them from even 
the possibility of CFTC regulation, except for a limited antiffaud and manipulation 
jurisdiction and some oversight if the market for OTC contracts should evolve into an 
exchange-like market. Thus, the 2000 legislation did not deregulate the OTC energy 
derivatives market; that market had been unregulated since its beginnings. 

Manipulation in Energy Markets 

Since the value of derivatives contracts is linked to the price of the underlying 
commodity, traders who can manipulate commodity prices can reap huge profits. 
Manipulative strategies may involve either physical (spot) or derivatives markets, orboth. 
Since the Enron scandal, regulators have taken numerous actions against several types of 
manipulation in energy markets. 

( 

In 2003, the CFTC charged Enron with manipulation of natural gas prices. The 
strategy was simple: Enron purchased an unusual number of contracts for spot gas, 
driving up prices by simultaneously increasing demand in the marketplace and making 
other traders think that there was some fundamental factor that favored higher prices. 
Enron settled CFTC charges by agreeing to pay a $35 million fine in 2004. 

Ten energy companies have paid a total of $180 million in fines to settle CFTC 
charges that they manipulated natural gas prices in 2001 and 2002 by providing false data 
about supply levels to Platts, a leading source of information on energy market conditions. 
The affected Platts reports sent false signals to other market participants that supplies 
were significantly tighter than expected, and prices rose (sharply, but briefly) as a result. 

Enron and a number of other firms have admitted to “gaming” the marketing system 
for electrical power in California in 2000, exacerbating price increases and shortages. The 
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strategies included deceptive reporting of energy supplies on hand (to create the 
impression of shortages to drive up prices), disguising the source of electricity (to take 
advantage of variable pricing for in-state and out-of-state power), and in some cases 
actually closing power plants during times oftight supplies to drive up prices. Numerous 
firms and traders faced civil and criminal charges as a result of these manipulations. 

Enron and other energy dealers engaged in widespread “wash” or “round-trip” 
trading of energy derivatives. Such trades essentially consist of two firms buying and 
selling identical contracts simultaneously, so that the net economic effect is zero. These 
fictitious trades served two purposes; ( 1 ) to create the impression that the OTC derivatives 
market was deep and liquid (to boost confidence in the market and encourage real trading) 
and (2) to create fictitious revenues that could be reported on the firms’ financial 
statements, to disguise their tme financial condition. 

In August 2006, the Amaranth hedge fund lost $2 billion in natural gas derivatives, 
and liquidated its entire $8 billion portfolio. A June 2007 staff report by the Senate 
Permanent Subcommittee on Investigations (“Excessive Speculation in the Natural Gas 
Market”) found that the fund’s collapse triggered a steep, unexpected decline in prices, 
and that Amaranth’s large positions had caused significant price movements in the 
months before it failed. The report concludes that Amaranth was able to evade limits on 
the size of speculative positions (a key feature of the futures exchanges’ anti-manipulation 
program) by shifting its trading from Nymex to exempt and unregulated markets. 

Legislative Proposals on Derivatives Regulation 

Since Enron, the regulatory status of OTC energy derivatives has been much debated. 
In the 108'*’ Congress, the Senate twice voted down proposals to increase the regulatory 
authority of the CFTC and the Federal Energy Regulatory Commission (FERC) over 
manipulative trading in energy markets, and to impose various reporting, registration, and 
record keeping requirements on exempt and OTC energy derivatives markets. These 
proposals were offered as amendments to a broad energy policy bill (S, Arndt. 876 to S. 
14) and to an agriculture appropriations bill (S.Amdt. 2083 to H.R. 2673). Similar 
legislation was introduced in the 109''' Congress (H R. 1638 and S. 509). 

In the 1 10''' Congress, H.R. 594 would enhance the CFTC’s authority over the OTC 
energy market and require reporting of trade data necessary to prevent price manipulation. 
H.R. 3009 would impose reporting requirements on certain natural gas traders. H.R. 
4066, S. 577, and S. 2058 would require the reporting of large positions in energy 
commodities by traders in the OTC market and on foreign futures exchanges that are 
accessible via terminals located in the United States. S. 2058 and H.R. 4066 authorize 
the CFTC to establish core principles for exempt commercial markets like ICE, which 
would require them to monitor and enforce rules against manipulation and excessive 
speculation. 

In December 2007, the House Agriculture Committee marked up and approved an 
unnumbered bill to reauthorize the CFTC. It would create a new regulatory regime for 
exempt commercial markets, subjecting them to a number of exchange-like regulations. 
If the CFTC found that exempt markets played a significant role in setting energy prices, 
they would be required to register with the CFTC and maintain and enforce mles against 
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manipulation, fraud, and excessive speculation. Identical language was added to the 
version of the Farm Bill (H.R. 2419) that passed the Senate on December 14, 2007. 

To supporters of such legislation, the Enron scandal, the California electricity crisis, 
the Amaranth collapse, and other episodes of manipulation reveal a dangerous gap in 
regulation. They seek to fill the gap with enhanced CFTC or FERC enforcement 
authority, stiffer penalties for manipulation, enhanced regulation and self-regulation of 
exempt commercial markets, or new disclosure requirements for market participants. 

Opponents argue that new legislation is unnecessary because regulators already have 
the enforcement tools they need to pursue fraud and manipulation. The consistent view 
of the CFTC and the President’s Working Group on Financial Markets, expressed in 
testimony and written statements, has been that the rash of manipulations by Enron and 
other firms was an aberration that has been corrected by vigorous enforcement actions. 

-A key issue is whether the exempt status of OTC energy derivatives creates 
opportunities for manipulation. The charges brought by the CFTC, many of them 
involving several firms or traders acting in concert, suggest that manipulation is not a rare 
occurrence in energy markets. However, it is controversial whether manipulation (on the 
scale of what has been detected so far) has had a major impact on consumer prices. (An 
exception would be the California electricity case, but many believe that the half- 
deregulated market created in California was flawed and invited “gaming” of the system.) 

It is worth noting that the OTC dealers like Enron and Dynegy — whose business 
was destroyed by scandal — have been replaced as market leaders not by other energy 
fimis, but by financial institutions such as Morgan Stanley, Goldman Sachs, and ABN 
Amro, In addition, there has been growing use of clearing house mechanisms in the OTC 
market, providing another layer of market self-regulation.^ A number of private firms, 
such as Optionable and ICE, have created electronic trading platforms to support 
transactions in both exchange and OTC markets, making OTC prices more transparent. 
Market forces, in other words, have swept away the OTC market that was evolving at the 
time of the Enron scandal. Of course, this change has not made energyprices more stable. 

A second policy concern is that unregulated derivatives markets constitute a web of 
financial obligations that is invisible to regulators. If a major dealer defaulted, energy 
producers and users who had purchased derivative contracts to shield them from 
unfavorable price volatility could suddenly face higher than anticipated costs. In extreme 
cases, the failed dealers’ trading partners could themselves default. The possibility of 
such a chain reaction is called systemic risk. However, Emon’s failure had little impact 
on cash energy markets, despite the fact that it was the leader in the OTC energy market. 
As a result, there is no consensus as to the seriousness of the threat of systemic collapse, 
nor as to whether disclosure requirements and other regulation of OTC energy markets 
would make a crisis less likely to occur or allow regulators to deal with one more easily. 


^ A clearing house, which guarantees payment on derivatives contracts, has an incentive to 
prevent manipulation and artificial price volatility, which increase the likelihood of customer 
default. 
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Summary 


I After the collapse of Enron Corp. in late 2001, that company’s activities came 
I under intense scrutiny. Much of its business consisted of trading financial contracts 
j whose value was derived from changes in energy prices. Enron’s derivatives trading 
i was largely “over-the-counter” (OTC) and unregulated: little information about 
I transactions was available. Trading in energy derivatives rebounded after a post-Enron 
slump, and much of the market remains unregulated. This “regulatory gap” strikes some 
observers as dangerous for two reasons. First, the absence of government oversight may 
facilitate abusive trading or price manipulation. A June 2007 report by the Senate 
I Permanent Subcommittee on Investigations concluded that excessive speculation by the 
j Amaranth hedge fund, which failed in 2006, had distorted natural gas prices. Second, 
i the failure of a large derivatives dealer could conceivably trigger disruptions of supplies 
and prices in physical energy markets (though the effect was minor in the Enron case). 

A number of bills before the 1 10'*’ Congress would give the Commodity Futures 
Trading Commission (CFTC) enlianced authority to regulate certain energy trades on 
: markets other than the regulated futures exchanges. H.R. 2419 (the Farm Bill), enacted 
as P.L 110-234 on May 22, 2008, over the President’s veto, will impose exchange-like 
regulations on electronic over-the-counter markets that play a significant role in setting 
energy prices. This report summarizes energy derivatives regulation and proposed 
I legislation. It will be updated as developments warrant. 


Energy derivatives — financial contracts whose value is linked to changes in the 
price of some energy product — are traded in several kinds of markets; the futures 
exchanges and the off-exchange, or over-the-counter market. The New York Mercantile 
Exchange (Nymex) is the leading U.S. market for futures contracts ba-sed on prices of 
crude oil, natural gas, heating oil, and gasoline. Futures exchanges — called “designated 
contract markets” — are regulated by the Commodity Futures Trading Commission 
(CFTC) under the Commodity Exchange Act (CEA). The CEA imposes a range of 
mandates on the exchanges (and on futures industry personnel) regarding record keeping 
(including an audit trail for all trades), registration requirements, market surveillance, 
financial standards, sales practices, handling of customer funds, and so on. 
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“in the character of’ futures contracts. The potential CFTC jurisdiction, however, created 
legal uncertainty for the swaps industry: if a court had ruled that a swap was in fact an 
illegal, off-exchange futures contract, trillions of dollars in outstanding swaps could have 
been invalidated. This might have caused chaos in financial markets, as swaps users 
would suddenly be exposed to the risks they had used derivatives to avoid. 

The CFTC issued a swaps exemption in 1989, holding that the CEA gave it authority 
to regulate swaps, but that it would not do so as long as they differed from futures 
contracts in certain enumerated respects. In 1992, Congress gave the CFTC additional 
authority to exempt OTC contracts (P.L. 102-546). In response, the CFTC modified the 
1989 swaps exemption in 1 993 , and also issued a specific exemption for OTC derivatives 
based on energy products.' Under the 1993 exemption, OTC energy derivatives would 
not be regulated if all trading was between principals whose business involved the 
physical energy commodities underlying the derivatives, if all contracts were negotiated 
as to their material terms (unlike futures contracts, where terms are standardized), and if 
all contracts were held to maturity (rather than traded rapidly, as futures are). 

This exemption was a matter of regulation, not statute. In May 1998, the CFTC 
issued a “concept release” that indicated that it was considering the possibility of 
extending features of exchange regulation to the OTC market. The release solicited 
comments on whether regulation of OTC derivatives should be modified in light of 
developments in the marketplace. Among the questions were whether the existing 
prohibitions on fraud and manipulation were sufficient to protect the public, and whether 
the CFTC should consider additional terms and conditions relating to registration, capital, 
internal controls, sales practices, record keeping, or reporting. 

The concept release drew strong opposition from the swaps industry and from other 
regulators, especially the Federal Reserve. In December 1998, Congress included in the 
Omnibus Appropriations Act (P.L, 105-277) a provision directing the CFTC not to 
propose or issue any new regulations affecting swap contracts before March 31, 1999. 
In November 1999, the President’s Working Group on Financial Markets issued a report 
entitled “Over-the-Counter Derivatives Markets and the Commodity Exchange Act.” The 
report recommended that, to remove uncertainty about the legal and regulatory stams of 
the OTC market, bilateral transactions between sophisticated parties that do not involve 
physical commodities with finite supplies should be excluded from the Commodity 
Exchange Act; that is, the CFTC should have no jurisdiction. While the Working Group’s 
report made a distinction between financial commodities and those with finite supplies, 
and suggested that continuing CEA jurisdiction was appropriate for the latter, the report 
did not recommend that the CFTC should rescind its exemption of OTC energy 
derivatives. In other words, the Working Group saw no immediate problem with the 
unregulated status of OTC markets in energy derivatives. 

In 2000, Congress passed the Commodity Futures Modernization Act of 2000 (P.L. 
106-554, H.R. 5660). That legislation established three classes of commodities. First, 
financial variables (interest rates, stock indexes, currencies, etc.) are defined as “excluded 
commodities,” and OTC contracts based on these are not subject to the CEA (provided 


' “Exemption for Certain Products Involving Energy Products,” Federal Register, vol. 58, April 
20, 1993, p. 21286. 
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actually closing power plants during times of tight supplies to drive up prices. Numerous 
firms and traders faced civil and criminal charges as a result of these manipulations. 

In August 2006, the Amaranth hedge fund lost $2 billion in natural gas derivatives, 
and liquidated its entire $8 billion portfolio. A June 2007 staff report by the Senate 
Permanent Subcommittee on Investigations (“Excessive Speculation in the Natural Gas 
Market”) found that the fund’s collapse triggered a steep, unexpected decline in prices, 
and that Amaranth’s large positions had caused significant price movements in the 
months before it failed. The report concludes that Amaranth was able to evade limits on 
the size of speculative positions (a key feature of the futures exchanges’ anti-manipulation 
program) by shifting its trading from Nymex to exempt and unregulated markets. 

As energy (and agricultural) commodity prices reached record highs in 2008, there 
was concern that financial speculators were driving prices up to levels not justified by 
fundamentals of supply and demand. It is common to speak of a “speculative premium,” 
or a “bubble,” in the price of oil, but there is no sure methodology for determining what 
a commodity price “ought to be” based on the fundamentals. Some analysts believe the 
price of oil is headed higher; others think a sharp fall is possible. 


Legislative Proposals on Derivatives Regulation 

Since Enron, the regulatory status of OTC energy derivatives has been much debated. 
In the 110"’ Congress, H.R. 594 would enhance the CFTC’s authority over the OTC 
energy market and require reporting of trade data necessary to prevent price manipulation. 
H.R. 3009 would impose reporting requirements on certain natural gas traders. H.R. 
4066, S. 577, S. 2058, and S. 2991 would require the reporting of large positions in 
energy commodities by traders in the OTC market and on foreign futures exchanges that 
are accessible via terminals located in the United States. S. 2058 and H.R. 4066 authorize 
the CFTC to establish core principles for exempt commercial markets like ICE, which 
would require them to monitor and enforce rules against manipulation and excessive 
speculation. 

On May 22, 2008, Congress enacted the farm bill (H.R. 24 1 9; P.L. 1 1 0-234) over the 
President’s veto. Title Xni included provisions reauthorizing the CFTC and creates anew 
regulatory regime for certain OTC energy derivatives markets, subjecting them to a 
number of exchange-like regulations. The provisions apply to “electronic trading 
facilities” — markets where multiple buyers and sellers are able to post orders and 
execute transactions over an electronic network. If the CFTC determines that these 
markets, currently exempt from most regulation, play a significant role in setting energy 
prices, they will be required to register with the CFTC and comply with several regulatory 
core principles aimed at curbing manipulation and excessive speculation (including the 
establishment and enforcement of position limits). They will be required to publish 
and/or report to the CFTC information relating to prices, trading volume, and size of 
positions held by speculators and hedgers. 

These new regulatory requirements apply only to electronic markets that have come 
to resemble the regulated futures exchanges. Bilateral OTC derivative contracts between 
two principals (e.g., between a swap dealer and an institutional investor), that are not 
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Question: How much impact has speculation had on cmde oil prices? 

THE GROWTH IN NYMEX TRADE: 

As shown in the following chart, the uptrend in crude oil prices over the past five years has been 
supported by rising open interest In combined futures and options open interest. Between September 30, 
2003 and May 6, 2008, open interest has grown from 714,422 contracts to a record 3,035,996 contracts 
representing more than 3.0 billion barrets of crude oil. While for every contract bought there is one sold, 
the uptrend in price suggests that the buying has been more urgent and that the buyers have been the 
price makers, while the more passive scale-up sellers can be considered the price takers. We also note 
that the 425% rise in open interest over this period has greatly exceeded the corresponding growth in the 
physical market of some 8.5% over that same span. 


NYMEX TOTAL CRUDE OIL OPEN INTEREST 
Vs. Nearby NYMEX Futures 



SOURCES: CFTC FUTURES AND OPTIONS COMBINED. COG 


The CFTC Commitments of Traders Report provides a breakdown of this combined futures and options 
open interest into three broad categories of trade: commercial traders who use the market primarily to 
hedge their risk on obligations in the physical market, reportable non-commercial traders who are typically 
speculative fund managers, and small non-reportable traders who hold relatively small positions. In 
theory, the reportable non-commercial category would show the activity of “the funds." However, in 
practice, the lines between these categories are sufficiently blurry that the CFTC has introduced a specific 
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fund report on a trial basis for some of the agricultural markets in order to make fund activity more 
transparent. 

As a specific example of the blurring between these three categories that may arise over time, we note 
the case of an investment bank operating either a traditionai commodity index fund or an exchange 
traded fund (ETF). The investor in such a product profits solely on price appreciation, so this is pretty 
clearly a speculative position, at least in common parlance. But within the CFTC categories, the 
investment bank's long position may well be considered a commercial hedge of the bank's obligation to 
the investor. 

In addition to questions of classification between the three broad CFTC classifications of traders, we note 
that many market participants typically classified as commercial "hedgers” are not necessarily running a 
flat book in the current market environment. To the extent that they may be carrying unhedged inventory 
or have accumulated a long position in the market In order to either benefit or protect themselves from 
higher prices, these firms may also be considered to be speculating - they benefit from a further price rise 
but may be vulnerable to a price decline. 

The larger issue here, is that while the price action and the total volume and open interest data for the 
market can be determined with precision, there really is no data on the motivations of the various market 
participants. Moreover, we note that the price action itself is an accurate reflection of the flows of buying 
and selling in and out of the market, but this reflects neither a democratic “one-voter-per-trader" system 
nor a method of determining "who’s right about the fundamentals” at least in the near term. In other 
words, a larger trader with a mistaken view of the fundamentals can have a larger impact on prices than a 
small trader with even perfect knowledge of the fundamental conditions of the market might have. 

Given the known imperfections of the current system of categorizing open interest, we think the total open 
Interest figures may be the best indication of the extent of speculation of all kinds in the current crude oil 
market. Opinions will vary as to whether the expansion in open interest rises to meet the criteria to be 
termed a speculative bubble, but we note that the crude oil market does seem to match many of the 
characteristics described by Yale economist Robert Shiller in his book Irrational Exuberance: 

Irrational exuberance is the psychological basis of a speculative bubble. I define a speculative 
bubble as a situation in which the news of price increases spurs investor enthusiasm, which 
spreads by psychological contagion from person to person, in the process amplifying stories that 
might justify the price increases and bringing in a larger and larger class of investors, who, despite 
doubts about the real value of an Investment, are drawn to it partly through envy of others’ 
successes and partly through a gambler’s excitement. 

Regardless of whether this definition has been met in all respects, because of the rapid growth in the 
futures and options market as measured by its open Interest, we think It is clear that the trading activity In 
crude oil has become more dominant relative to the underlying physical market than it has been In the 
past. These trading flows have the potential, at least in the short run, of either ignoring fundamental shifts 
in the market or exaggerating them. Over the long run, since speculators or investors only buy so that 
they may sell at a later time their activity may not have an impact on the longer-term equilibrium price for 
oil. However, in our view, their intermediate-term flows into and out of the market can drive values further 
from a sustainable price level than in the past, in effect putting prices on a longer leash. And as long as 
the open interest is still rising, that leash Is still growing longer. 
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ADDITIONAL INFORMATION AVAILABLE UPON REQUEST 


This communication has been prepared by a member of the Sales and Trading Department of Citip’oup, which distributes this 
communication by or through its locally authorized affiliates (collectively, the “Firm”), Sales and Trading personnel are not 
research analysts and the information in this communication is not intended to constitute “research” as that term is defined by 
applicable regulations. Compensation of Sales and Trading personnel includes consideration of the perfonnance of this 
Department’s activities. The views expressed herein may change without notice and may differ from those views expressed by 
other Firm personnel. 

You should assume the following: The Firm may be the issuer of, or may trade as principal in, the financial instruments referred 
to in this communication or other related financial instruments. The author of this communication may have discussed the 
information contained herein with others within the Finn and the author and such other Firm personnel may have already acted 
on the basis of this information (including by trading for the Firm’s proprietary accounts or communicating the information 
contained herein to other customers of the Firm). The Firm performs or seeks to perform investment banking and other services 
for the issuer of any such financial instruments. The Firm, the Firm’s personnel (including those with whom the author may have 
consulted in the preparation of this communication), and other customers of the Firm may be long or short the financial 
instruments referred to herein, may have acquired such positions at prices and market conditions that are no longer available, and 
may have interests different or adverse to your interests. 


This communication is provided for information and discussion purposes only. It doe.s not constitute an offer or solicitation to 
purchase or sell any financial instruments. The information contained in this communication is based on generally available 
information and, although obtained from sources believed by the Firm to be reliable, its accuracy and completeness is not 
guaranteed. Certain personnel or business areas of the Firm may have access to or have acquired material non-public information 
that may have an impact (positive or negative) on the information contained hwein, but that is not available to or known by the 
author of this communication. 


Financial instruments denominated in a foreign currency are subject to exchange rate fluctuations, which may have an adverse 
effect on the price or value of an investment in such products. Investments in financial instruments cany significant risk, 
including the possible loss of the principal amount invested. Investors should obtain advice from their own tax, financial, legal 
and other advisors, and only make investment decisions on the basis of the investor’s own objectives, experience and resources. 


This communication is not intended to forecast or predict fijture events. Past performance is not a guarantee or indication of 
future results. Any prices provided herein (other than those that are identified as being histoncal) are indicative only and do not 
represent firm quotes as to either price or size. You should contact your local representative directly if you are interested in 
buying or selling any financial instrument, or pursuing any trading strategy, mentioned herein. No liability is accepted by the 
Finn for any loss (whether direct, indirect or consequential) that may arise from any use of the information contained herein or 
derived herefrom. 


Although the Finn is affiliated with Citibank, N, A. (together with its subsidiaries and branches worldwide, “Citibank”), you 
should be aware that none of the other financial instruments mentioned in this communication (unless expressly stated otherwise) 
are (i) insured by the Federal Deposit Insurance Corporation or any other governmental authority, or (ii) deposits or other 
obligations of, or guaranteed by. Citibank or any other insured depository institution. 

This communication contains data compilations, writings and information that are proprietary to the Firm and protected under 
copyright and other intellectual property laws, and may not be redistributed or otherwise transmitted by you to any other person 
for any purpose. 


© 2008 Citigroup Global Markets Inc. Member SIPC. Smith Barney is a division and service mark of Citigroup Globa! Markets 
Inc. and its affiliates and is used and registered throughout the world. Citi and Citi with Arc Design are trademarks and service 
marks of Citigroup Inc, and its affiliates, and are used and registered throughout the world. Any unauthorized use, duplication or 
disclosure is prohibited by law and will result in prosecution. 
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Table 19: Amounts outstanding of over-the-counter (OTC) derivatives 
By risk category and instrument 

In billions of us dollars _______ 


Risk Category / Instrument 

Notional amounts outstanding 

Dec 2005 Jun 2006 Dec 2006 Jun2007 Dec 2007 

Gross market values 

Dec 2005 Jun 2006 Dec 2006 Jun 2007 Dec 2007 

Total contracts 

297,666 

370,178 

414,845 

516,407 

596,004 

9,748 

9,949 

9,691 

11,140 

14,522 

Foreign exchange contracts 

31,360 

38.127 

40.271 

48,645 

56,238 

997 

1,136 

1,266 

1,345 

1,807 

Forwards and forex swaps 

15,073 

19,407 

19.882 

24,530 

29.144 

406 

436 

469 

492 

675 

Currency swaps 

0,504 

9,696 

10.792 

12.312 

14,347 

453 

535 

601 

619 

817 

Options 

6,904 

9,024 

9,597 

11,804 

12,748 

138 

185 

196 

235 

315 

Interest rate contracts 

211,970 

262,526 

291,582 

347.312 

393,138 

5,397 

5,445 

4,826 

6,063 

7,177 

Forward rate agreements 

14,269 

18,117 

18.668 

22,809 

26.599 

22 

25 

32 

43 

41 

interest rate swaps 

169.106 

207,588 

229,693 

272,216 

309.586 

4.778 

4,840 

4,163 

5,321 

6,103 

Options 

20,596 

36,821 

43.221 

52,288 

56,951 

597 

580 

631 

700 

953 

Equity-linked contracts 

5,793 

6,782 

7,488 

8.590 

8,509 

582 

671 

853 

1,116 

1,142 

Forwards and swaps 

1,177 

1,430 

1,767 

2,470 

2,233 

112 

147 

166 

240 

239 

Options 

4.617 

5.351 

5.720 

6.119 

6,276 

470 

523 

686 

876 

903 

Commodity contracts 

5,434 

6,394 

7,115 

7,567 

9,000 

971 

718 

667 

636 

753 

Gold 

334 

456 

640 

426 

595 

51 

77 

56 

47 

70 

Other commodifies 

5.100 

5,938 

6.475 

7.141 

8,405 

820 

641 

611 

589 

683 

Forwards and swaps 

1.909 

2,188 

2,813 

3.447 

5,629 






Options 

3,191 

3,750 

3,663 

3.694 

2.776 






Credit default swaps 

13,908 

20,352 

28,650 

42,580 

57,894 

243 

294 

470 

721 

2,002 

Single-name instruments 

10.432 

13,873 

17,879 

24.239 

32,246 

171 

186 

278 

40S 

1,143 

Multi-name instruments 

3,476 

6,479 

10,771 

18.341 

25,648 

71 

109 

192 

315 

859 

Unallocated 

29,109 

35,997 

39.740 

61,713 

71,225 

1,659 

1,685 

1,609 

1,259 

1,642 

Memorandum item; 











Gross Credit Exposure 






1,900 

2,032 

2,036 

2.672 

3,256 


r Table 20A: Amounts outstanding of OTC foreign exchange derivatives 

I By Instrument and counterparty 

I In billions of US doJIafs 


.. - 

Instrument / counterparty 

Dec 2005 

Notional amounts outstanding 

Jun 2006 Dec 2006 Jun 2007 

Dec 2007 

Gross market values 

Dec 2005 Jun 2006 Dec 2006 Jun 2007 Dec 2007 

Total contracts 

31.360 

38,127 

40,271 

48.645 

56,238 

997 

1,136 

1.266 

1,345 

1,807 

reporting dealers 

12,165 

15.306 

15,532 

19,173 

21.334 

323 

368 

438 

455 

594 

other financial institutions 

12,721 

15,123 

16,023 

19.144 

24,154 

412 

471 

521 

557 

801 

non-financial customers 

6,474 

7,698 

8,716 

10,329 

10.751 

261 

297 

307 

333 

412 

Outright forwards and foreign 











exchange swaps 

15,873 

19.407 

19,882 

24,530 

29,144 

406 

436 

469 

492 

675 

reporting dealers 

5,713 

7.301 

6.914 

8.600 

9,899 

154 

157 

173 

190 

228 

other financial institutions 

6,564 

7.758 

8,206 

10.010 

12,970 

1SS 

171 

186 

185 

290 

non-financial customers 

3,596 

4,347 

4,763 

5.720 

6,275 

97 

108 

109 

117 

156 

Currency swaps 

8,504 

9,696 

10,792 

12.312 

14.347 

453 

535 

601 

619 

817 

reporting dealers 

3,268 

3,770 

4,121 

4.909 

5,487 

108 

137 

163 

155 

215 

other financial institutions 

3.669 

4,247 

4,594 

5,262 

6.595 

211 

246 

277 

291 

404 

non-financial customers 

1,567 

1,679 

2,077 

2,141 

2.264 

133 

151 

161 

173 

198 

Options 

6,984 

9,024 

9.597 

11.804 

12.748 

138 

165 

196 

235 

315 

repofiing dealers 

3,184 

4.234 

4.498 

5,464 

5.94S 

60 

74 

102 

111 

151 

other financial institutions 

2.488 

3,118 

3.223 

3,872 

4.588 

47 

53 

58 

81 

107 

non-financial customers 

1,311 

1,672 

1,876 

2.468 

2,212 

31 

38 

36 

43 

57 
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Oil Dot-com 

Over the past two weeks, the crude oil forward curve has flattened. Fundamental 
changes cannot explain sudden, severe price or curve movements. As in the dot-com 
period, when "new economy'' stocks became popular, a growing number of Wall Street 
analysts have been repeatedly raising their forecasts as oil prices have risen. These 
revised forecasts have been partially responsible for new investor flows, driving prompt 
and forward prices to perhaps unsustainable levels (Figures 1 and 2). 
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Financial flows and the contango two-step 

We have been forecasting ihat the crude oil forward curve's persistent backwardation 
since last September would be followed by a move back to contango by the second 
quarter of this year. We had also projected a weakening of prompt prices at the start of 
Q2, following by strengthening through Q3. Our view was predicated on the start of a 
build in crude oil inventories by the end of Q I . 

Yet since the start of 02, crude oil prices (Brent) have rallied from $100.17/bbl to 
S132.70/bbl. The forward curve has also moved from a S9.71 backwardation extending 
67 months on April 25, 2008, to a $12.47 contango going forward 140 months on May 
21, 2008. By the end of last week, a one-day precipitous move brought the curve back 
to backwardation. What has happened to prices and why? (Figure 3) 
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Figure 1. Crude oil's accelerating ascension recalls 'booms' of yore 
S/bOl NASDAQ hdax 
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Figure 2. Light sweet crude quarterly oil price forecast ($, period averages) 

1Q08E 2Q08E 3Q08E 4Q08E 1Q09E 2Q09E 3Q09E 4Q09E 2008E 2009E 
Brent {$ per barrel) - 96.31 120.00 125.00 110.00 90.00 95.00 100.00 85.00 113.00 93.00 
NEW 

Revision 0.00 10.00 15.00 15.00 10.00 10.00 10,00 10.00 10.00 10.00 

WTI-Brent 1.51 1.50 1.00 - 1,00 1.00 - 1.00 1.00 - 1.00 0,80 0.00 

differentia) 

Source Actuate - Bloomberg: Estimates ■ Lehman Brothers. 

Our forecast of a structural shift to contango was based on expectations of a persistent 
crude oil inventory build. We still expect this to occur globally in 2008, with demand 
growing only 8851c b/d and global supply up by 2m b/d, making up for last year’s 700k 
b/d global inventory draw and, furthermore, building stocks by 400k b/d. However, last 
week’s rapid flip to contango (and back) was not driven by a perceived inventory build, 
nor did the front end of the curve fall as the back end rose. Rather, oil prices this past 
week reached all-time highs above $I35/bbl, topping off a $40 run-up since the start of 
the year, and the back-end (2020) deferred price rose by more than $36 from May 1 to its 
peak last week. In our judgment, two primal factors drove the market; 1) perceptions of 
tightness this year and into the indefinite future and 2) momentum. 

Perceived market tightness has come from visible data; crude oil inventories have not 
built in the most transparent OECD markets, the US and Japan. In the US, imports 
have fallen by a dramatic 400k b/d on average over the past ten weeks versus the prior 
YTD average. By comparison, if imports continued at the prior rate of 10.01m b/d, 
crude stocks would be 26m bbis higher and 4m bbls off of last year’s level. 
Meanwhile, Asian demand, especially Chinese imports and revised Indian data, makes 
it appear as though emerging market demand will continue relentlessly. On the supply 
side, non-OPEC production has continued to slide; indeed, last month Mexican output 
slid by a stunning 13% year-on-year in tandem with a persistent fall in Russian and 
North Sea flows, and the market continues to discount Saudi production increments 
and the rise in Saudi surplus capacity. 

In an environment in which demand is bumping against capacity constraints, 
commercial inventories fail to grow, and surplus production capacities are significantly 
eroded, prices need to grow exponentially to balance the market. This theoretical 
underpinning of higher prices is graphically demonstrated in Figure 3. The market 
perceives that this condition, which was prevalent in 2002-2007, still dominates the 
market, and it provides the basis on which many analysts have increased their price 
forecasts for this year. 

Another factor that has become part of the current analytical consensus is that forward 
prices have not yet reached a level high enough to trigger new supplies. There is little 
doubt that some of the increased investor flows into the long dated market stem from 
this belief, just as a significant share of the flows arise from political uncertainty about 
a potential flare-up with Iran in the Persian Gulf. A regional military conflict 
accompanied by a disruption in oil shipments through the Strait of Hormuz would 
certainly result in a price spike. As we argue below, it is our judgment that forward 
prices have already reached the point at which new supplies can be triggered, and we 
believe that it is a double- rather than triple-digit level. 
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Inflows have an effect on price: 
100m of inflow increases the 
price afWTl by 1.6% 


Past performance predicts 
future inflow, leading to the 
makings of an as.sei bubble 


Price buoyancy and passive investor flows 

We have argued recently that some of the price buoyancy during Ql reflected financial 
flows and investments in oil and other commodities. In our Energy Special Report on 
May 16, Is it a Bubble, we argued that large investor purchases of commodity indices 
and other structured products had a measurable effect on prices during the period leading 
up to the beginning of Q2. The motivation of investors — mostly institutional investors 
from pension, endowment, and sovereign wealth funds — was to take advantage of 
current commodity fundamentals with the expectation that commodities would 
outperform equities and bonds in the period ahead. 

Using CFTC data and reported cross-commodity weightings, we conservatively 
estimated index positions. We found that from January 2006 to mid-April 2008, more 
than S90 billion of incremental investor flows were devoted to total assets under 
management (AUM) by commodity indices, as opposed to the price appreciation of the 
underlying assets. Contrary to those who criticized this estimate, the size of the new 
flows makes a difference. We also estimated that dollar weakness and inflation 
expectations, along with past index performance, could help predict future index inflows. 
Our study indicated that for every $100 million in new inflows, WTI prices increase by 
1 . 6 %. 

Our conclusion from this study is that we are seeing the classic ingredients of an asset 
bubble. Financial investors tend to “herd” and chase past performance, comforted by the 
growing analytical conclusion that markets are tightening, and new inflows, in turn, drive 
prices higher. Larger allocations by institutional investors, including new sovereign 
wealth funds desiring to increase their commodity exposure, play a role. So does 
uncertainty about the true state of market fundamentals, including the level of Saudi 
spare capacity, the level of Chinese “real demand” versus stockpiling, and other factors 
that buttress the current bullish consensus. 


('all option interest shows 
investors ' appetite far higher 
and higher strikes 


The anomalous deferred oil price move 

The financial flows responsible for the radical re-pricing of deferred WTI (the back 
end of the curve) in May are different from the flows into index funds and structured 
products in Ql. Figure 4 depicts the changing structures of the WTI curve from May 1 
to May 20, as well as the difference between the front and deferred parts of the curve 


Figure 3. Relationship of spare capacity and price Figure 4. Changing structure of WTI curve {$/bb!) 


Annual % Changa in Raal Oil Price 



Spare Capacity Drives Pnce 

Forwarg Days 

. / 

Consumption in 


Inyeniorles Dnva Price 

1673/1974 


f 

19B7 > 




1986 



50% 80% 70% 80% 90% 100% 

Annual OPEC Capaciiy UtiRsalion 1972-2006 


$/bbl S/bbI 

150 1 <v40 



Difference (5/20 - 5/1) rhs 
— 5/20/2008 Ihs 
5/1/2008 ihs 


Source' Lehman Brothers Research. 


Source: Lehmart Brothers Estimates. 
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out more than ten years. SeveraJ factors lie behind this change in curve shape. One of 
these is depicted in Figure 5, which shows the growth in open interest in call options 
for December 2008 by strike price. Relative interest has been shifting to further out-of- 
the-money calls, reflecting a growing bullish attitude by short-term investors. This 
attitude change was particularly acute during the past month, growing with a crescendo 
along with market sentiment that was becoming increasingly bullish. Starling around 
May 15, investor interest in $120 strike prices peaked and began to unwind; 
meanwhile, interest in higher call, particularly at $150 strikes, continued to rise. One 
indication of that interest is that as the year has progressed, prices of $150 December 
2008 calls rose from less than $0.30 to nearly $8.00. 

What has been striking about the rise in the back end of the curve over the first three 
weeks of the month has been - at least until last Friday - nearly a complete lack of 
interest by producers in selling oil forward. In the past, producer selling would have 
slowed or impeded the upward price drive. In its absence, retail investors, hearing a 
growing number of reports about “peak oil,” continued to buy at higher and higher 
strike prices, indicating that there is no necessary physical ceiling to the market. 
Meanwhile, a number of banks and well-known investors publicized their views that 
the long run was also going to be tight for oil markets. For some of these 
analysts/investors, the reason for higher prices had to do with the need to trigger an 
adequate supply and demand response; for others, it was because they believed peak 
oil had arrived and, in their opinion, Saudi Arabia could no longer raise its output. 

The investor move was likely also partially motivated by the perception that a window 
was opening for a military confrontation with Iran. According to some commentators, 
the window for a US or an Israeli or a joint attack on Iran’s scientific and nuclear 
facilities - if such an atlack were to come - opened with the end of President Bush’s 
well-publicized trip to the Middle East (which ended on May 18) and will close a 
month before the US presidential elections in November. 

As the back end of the market rose, several other investor triggers reinforced the move 
upward. These included a rash of new consumer hedges by airlines, locking in prices 
through 2009, boosting the first 12 months of the forward curve. In addition, numerous 
investors had “bullish” structures in place, expecting backwardation to strengthen as 
markets tightened. They were long the front and short the back of the curve, and as the 


Figure S, Call option open interest (‘000 contracts) Figure 6. Energy equivalent price of gas to oil (%) 


'000 contracts 


% 




■ 5-yr out Dec HH as a % of WTl (energy 


equivalent basis) 


Source; Bloomberg. 
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back end of the curve moved froin backwardation to contango, they had to stop out 
their positions and unwind diem in a fairly illiquid market. Then, as was the case last 
fa!!, banks — which were short options at strikes of around $130, which they had 
written for their investor counterparts— had to buy ftitures at an accelerating rate to 
cover their exposure. Fmally, a number of smaii producers that had hedges in place at 
lower levels also had to reset their positions, and there were concerns that large firms 
with larger hedges in place to support acquisitions could also unwind their positions. 

The upward move of the back end of the market stalled and reversed at the end of last 
week. The triggering event appears to be some combination of an end to the stopping 
out of positions and, more forcefully, the re-entry of producers to the market to hedge. 
Doing so, they take advantage of record high deferred prices and arbitrage the 
difference between current forward prices and their costs structures, which have not 
inflated at die rate at which deferred prices have risen. 

Several other features of the moves of the past three weeks also stand out. What 
happened to the oil market - at the fiont end of the market, but even more so at the 
back end - was unique to petroleum. Unlike other sudden increases in oil prices since 
last September, the recent move was not reflected in a broad grouping of other 
commodities. To the contra, it was not even reflected in natural gas, which arguably 
should have been more closely tied to oil. Figure 6 depicts 5-year deferred WTi and 
Henry Hub natural gas prices, in dollars .per equivalent thermal units. On an energy- 
equivalent basis, 5*year deferred natural gas on May 20 was worth only 46% of oil, 
whereas on May 1, it was 54%. By contrast, the two fuels traded at BTU parity in 
2004. While crude oil delivered in 2020 rose by 34%, or $36, natural gas rose only 
$i/mmbtu, a price increase of less than 10%, 


Indicators paint to supply 
capacity grmvth oulpacing 
demand growth 


Stealth supply still lurks under the bubble 

Incremental supply increasingly depends on OPEC’s willingness and ability to develop 
and produce oil. In our 2007 year-end analysis of oil markets, we noted that the 
declining share of incremental oil from non-OPEC countries in 2008-2010 would test 
markets. At the same time, we concluded that over the next three years, under ahno.st 
any demand scenario, incremental OPEC capacity should be sufficient to more than 


Figure 7, OPEC ♦ Russia capacity growth vs demand Figure 8. Deepwater rig day rates 




Source: Lehman estimatss 


Sovnx: ODS Pet'odata 
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balance markets (Figure 7). Through 2009, our analysis indicates that global 
production capacity should be growing at twice the rate of global demand, and through 
2010, any incremental surplus capacities developed through 2009 should carry over. A 
short-term imbalance between potential supply, including shut-in capacity, and 
demand should not emerge again until 2011 or beyond, 

Three perceptions increase the market’s doubts about supply. First, Saudi Aramco 
officials have re-confirmed that the country will have sustainable capacity to produce 
12 million b/d by 2009, excluding the Neutral Zone, which adds another 300-400k b/d 
to that base. Statements by the Saudi political leadership, including the Saudi king, 
place doubt on whether this capacity will continue beyond 12.5m b/d. Two critiques 
revolve around the core position of the kingdom: will it develop this capacity? And 
will it be willing to use it? We believe that this net new capacity will come on stream, 
starting with 500+k b/d of 2008 average liquid growth, and that Riyadh will put 
enough oil on the market for stocks to build. 

Second, markets doubt the ability of other OPEC countries to add capacity with 
continuing violence in Iraq and Nigeria. Whereas market reactions to Iraq and Nigeria 
suggest that oil supply is being undermined, in reality, both countries likely averaged 
300k b/d more production in the first five months of this year than in 2007. Violence- 
related outages have been a structural feature of both countries’ production profile since 
2003 and will likely continue, But with Northern Iraq exports already up to 600k b/d and 
Nigeria deepwater capacity expanding almost 500k b/d by the year-end, we believe 
combined potential additions could tally more than Im b/d through 2012. 

Third, doubts about non-OPEC supply, particularly Russian growth, cloud the supply 
picture. YTD Russian production data have been grim, showing y-o-y declines on the 
order of 100k b/d, and wc now envision no net growth this year. Yet the Russian 
cabinet’s passage this week of tax relief measures for the oil sector makes the longer 
term picture more sanguine. Rather than Russian production peaking, some industry 
players now argue that growth could be 10% based on a five-year tax holiday. This 
sudden change in industry attitude from pessimism to optimism is quite dramatic. Indeed, 
we believe that some of the prior dour production outlook and data could have partially 
been a tactic by Russian oil players to improve their negotiating positions. Overall, 
though, these measures, which take effect in 2009, may not assuage near term production 
data, but do offer another supply relief valve heretofore underappreciated by the market. 

Accompanying this development is the debottlenecking of some major obstacles to 
finding and developing oil, especially in deepwater, an area critical for large new 
fields. Offshore day rates for deepwater have stabilized, and offshore rig availability 
looks to increase dramatically - a 650% increase in incremental new rigs available 
over the past half decade (Figures 8 and 9). And we calculate that much of the 
divergence between average finding and development costs and 60-month WTl has 
been due to financial factors, including the slide in the dollar (Figure lO). 

Black hole inventories and demand unnerve the market even more 
In the face of declining demand in the OS, where we now project that total product use 
will fall by 430k b/d in 2008 after a -900k b/d IQ, the bullish forecast for 2008 focuses 
on a combination of three factors; lack of inventory build in the OS and other OECD 
markets, especially for crude oil; apparently strong demand growth in emerging markets, 
especially for middle distillates (jet fuel, diesel, and heating oil); and a surge in Chinese 
demand over the past few months, which is taken to mean that Chinese demand will 
continue to lead global growth through this year and next. On top of these three signals 
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comes the fear of a disruption from summer weather, domestic instability (e.g., in 
Nigeria), or geopolitics. Short-term disruptions from Nigeria or southern Iraq are taken to 
be harbingers of larger disruptions, despite their limited historical context. 

In our view, these demand signals are misleading, starting with the demand for 
inventory, but also including the failure of inventory to build in the US during the recent 
spring maintenance period. We believe the lack of storage builds in the US relates more 
to weak refinery margins and contracting demand (down more than 900k b/d y-o-y in 
1Q08) than lack of available crude supply, Outside of the US, we have little doubt that 
there is an ongoing build in inventories thi.s quarter. But it appears to be taking place far 
more in China and the Persian Gulf than in the OECD and, as a result, is less visible and 
difficult to measure. The Chinese stock build is clear from erratic import data observed 
so far in 2008, when total imports surged by 14% in February and 25% in March, 
followed by a 4% decline y-o-y in April. We believe that imports of crude oil and 
especially products such as gasoline and diesel are growing as a result of mandated pre- 
Olympic stock building and temporary changes in the tax regime for refiners. Beijing 
increased mandatory holdings by 5 days for forward demand cover, effect May !, raising 
a former 10 day supply rule to 13 days. If this were applicable only to product stocks, 
China’s 8m b/d of consumption implies a stock build of 40 million barrels, If crude 
inventories are included, China’s roughly 7m b/d of refinery throughput would add 
another 35 million bbts of crude oil inventories. 

In addition, China appears to be planning to substitute diesel for coal in power 
generation in Beijing and surrounding provinces starting some 45 days before the 
Olympics are to begin, or In the third week of June, in order to clear up the 
environment in the nation’s capital. 

There is little doubt that China and most of the Middle East will have extraordinary 
demand requirements for distillates in power generation this summer. Distillate 
markets (and cracks) should therefore remain fairly robust through Q2 and Q3 (Figure 
10). The tight situation for distillates and the higher imports to China for inventory 
build appear to be signs of firm markets through the rest of this year and next, And 
there is some support for that conclusion, with reconstruction efforts in Sichuan 
province following the earthquake likely to add 3-4 percentage points per year to 
Chinese fixed asset investment growth through 2010, That, along with lingering power 


Figure 9. Deepwater rigs under construction 
# rigs 




Figure 10. Regression ofWTI vs PPI, deepwater rigs, 
DXY, cost of capital 
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outages since China’s countrywide snowstorm crisis earlier this year, could help to 
mask overcapacities in Chinese heavy industries that would have otherwise become 
apparent and Jed to slower trend oil demand growth even by the end of this year. 


Figure 11. Distittate margins forecast 

$/bbl 1Q08 2Q08 3Q0B 4Q08 2007 2008 2009 

Nymex Healing Oil 17.16 23.50 30.00 20.00 13.30 22.67 16,00 

ICE Gasoil 20.46 30 00 34.00 25.00 12.82 27,37 20.00 

Note: Heating al calculated against Nymex WV. gasoil calculated against ICE Brent, Source: Actuals ~ Bloomberg; 
Estimates - Lehman Brothers. 


Temporary spuri<i qfstren^lh 
likely desert oil markets by 
the fourth quarter 
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However, there is a tendency for the market to conflate legitimate reasons for demand 
growth with what is likely a temporary spurt in recent demand for Inventory related to 
the Olympics. Once these are concluded and economics trump air pollution concerns, 
many Chinese thermal power plants are likely to switch back from diesel to coal, which 
is a fraction of the price of diesel on a thermal equivalent basis. Once extra stocking 
requirements are filled and Middle East summer power demand for diesel has passed, 
global physical product markets will likely be in for a breather by Q4. 

That is especially the case when one adds in a huge spurt of new heavy-sour crude- 
consuming complex downstream supply capacity coming online in the next year. After a 
generation during which global demand eroded a persistent surplus refining capacity to 
the point at which refining was indeed in short supply and margins reached record levels, 
for the next five years, a growing refining capacity surplus looms. Figures II and 12 
depict our current view of this emerging refining surplus. From 2008 to 2013, 13m b/d of 
new refinery capacity should become available, while product demand may grow just 8m 
b/d. Over the next year alone, about 1.3 m b/d of new refining capacity will become 
available in just India and China, all capable of consuming heavy crude, a level 1.5x 
higher than total expected global demand growth, Also competing for end-user markets 
will be another 3m b/d of NGL production capacity, 1.5m b/d of new biofuel, GTL and 
CTL capacity, and Im b/d of new condensate splitting capacity coming on line from 
2008 to 2013. This should give rise to greater product competition (as has already 
appeared in both gasoline and fuel oil markets) and provide a drag on crude oil prices. 


Figure 12. Global CDU refinery capacity additions (kb/d) 



Figure 13. Global upgrading capacity additions (kb/d) 
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When things turn... 

It is difficult to project when market perceptions will turn from the current bullish 
sentiment. It will almost certainly take a persistent stock build. It might also take a rise in 
the dollar against the euro and the psychological impact that could have over time, a 
situation that Lehman Brothers’ foreign exchange strategists forecast for the year ahead. 
In the meantime, market momentum is likely to continue to reinforce the view that even 
if peak oil is not yet here and even quite far off, there is unlikely to be new supply in the 
market for at least half a decade. Summer market tightness could, under these 
circumstances, continue to propel oil prices upward to untested levels. But when peak 
prices hit, we believe they are also likely to fall precipitously. That’s the way cyclical 
turning points tend to occur — in the midst of a market trend, turning points can be 
sudden, unexpected, and severe. Ifhistory is a guide, the turning point will come. Getting 
the timing right is the difficult part. 
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PRICE FORECAST AND FUNDAMENTALS SUMMARY 


Light sweet crude quarterly oil price forecast ($, period averages) 


1Q08E 2Q08E 

3Q08E 

4Q08E 1Q09E 2Q09E 3Q09E 4Q09E 

2008E 

2009E 

Breni ($ per barrel) - 
NEW 

96.31 120.00 

125.00 

110,00 90.00 

95.00 

100.00 

85,00 

113.00 

93.00 

Revision 

0.00 10.00 

15.00 

15,00 10.00 

10.00 

10.00 

10.00 

10,00 

10.00 

WTI-Brent 

differential 

1.51 1.50 

1.00 

-1.00 1.00 

-1,00 

1.00 

-1.00 

0.60 

0.00 

Source. Actuals - ^oomberg; Esbmates - 

Lehman Brothers. 
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$/bbi 

1Q06 

2Q08 

3Q08 

4Q08 

2007 

2008 

2009 

Nymex Heating Oil 

17.16 

23.50 

30,00 

20,00 

13.30 

22.67 

16.00 

ICE Gasoit 

20.46 

30.00 

34.00 

25.00 

12.82 

27 37 

20.00 


Note: Heating oil c^atlated against Nytnex WTI, gasoil calculated against ICE Brent. Source Actuals - Bloomberg, 
Esbmates - Lehman Brothers. 


Lehman Brothers global supply-demand balance 2006-09 (m b/d) 
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4Q07 

iQoe 

2Q08 

3Q0B 

4 QOS 

1Q09 

2Q09 

2006 

2007 

2008 

2009 

Global 

Demand 

85.2 

06.5 

86.0 

05.6 

86,1 

87.4 

88,3 

86.5 

84.4 

85,6 

86.5 

87,4 

OECD 

40,3 

49.5 

48,9 

47.4 

40,0 

49.3 

49.2 

47.2 

49,0 

48.7 

46.4 

48,4 

USA 

20.8 

20.0 

20-0 

20.4 

20.4 

20.7 

19.9 

20,3 

20.7 

20.8 

20.4 

20.3 

Europe 

15.3 

15.6 

15.5 

14.9 

15.4 

15.6 

15,8 

14.8 

15.6 

15.3 

15,3 

15.4 

Non-OECO 

36.9 

37.0 

37.9 

30.1 

30-0 

38.1 

39,1 

39.3 

35,5 

36.6 

38.0 

39.0 

China 

7,4 

7,6 

7.0 

8.1 

77 

8.0 

8.1 

8,4 

7.0 

7.5 

7,9 

8.2 

Middle East 

7,1 

6,6 

6.9 

7.0 

7 4 

6.9 

7.3 

7,4 

6.4 

6.7 

7.1 

7,5 

Global 

Supply 

04,1 

85.7 

06.1 

862 

067 

88.5 

86.5 

68.2 

84.8 

84,7 

86 9 

68.3 

Total Non- 
OPEC 

49.2 

49.5 

49-7 

49.4 

49.9 

50.5 

50,9 

50,7 

49.2 

49.6 

49.9 

50.7 

OECD 

19.5 

19.7 

19.6 

19.4 

19.6 

20,0 

20.0 

19,7 

20.0 

19.8 

19.7 

19,0 

N. America 

14,1 

14.1 

14.1 

14 2 

14.2 

14.4 

14.6 

146 

14.1 

14.2 

14.2 

14,6 

Europe 

4 0 

5.0 

4.9 

4,5 

4,5 

4 6 

4.5 

4,2 

5.3 

5,0 

4.6 

4,2 

Non-OECD 

27.4 

27.6 

27.7 

27-6 

279 

28.1 

26.2 

28.3 

27 0 

27,5 

27.8 

26.2 

FSU 

12,8 

12,8 

12.0 

12.0 

13.0 

13.3 

13.5 

13.6 

12,2 

12.8 

13.0 

13.6 

Other (1) 

2.3 

23 

2-4 

2 4 

2.4 

2 4 

2,7 

2.7 

2.2 

2,3 

2.4 

2,7 

OPEC Crude 

30.4 

31,6 

31,8 

32 1 

31.9 

32.7 

32.1 

31,8 

31,6 

30,7 

32,1 

31.8 

OPEC NGLs 

44 

46 

4 6 

46 

49 

5,3 

5,5 

5.7 

4,1 

4,4 

4,9 

5.8 

Inventory 

Change 

-1.1 

-00 

-0.7 

0.6 

0,6 

1.1 

0,2 

1.7 

0.4 

-0.9 

0.4 

0.8 

Call on 

OPEC 

31.6 

32.4 

32.5 

31.5 

31,3 

31.6 

31,0 

30.1 

31.2 

31.6 

31,7 

31.0 


(1) other includes ^obal processing gains, biofuels outside US. Brazil and Europe. GTL. CTL and unaccounted for 
new projects 

Source: Lehman Brothers estimates (IncturSng historical ruirr^bers). 
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Barron’s Cover Story 3/31/2008 
Commodities: Who’s Behind the Boom? 

By Gene Epstein 

CHINA, AS EVERYONE KNOWS, IS A BIG FORCE IN THE extraordinary boom 
in commodities. Its voracious appetite for everything from com and wheat to copper and 
oil has helped push up U.S, commodities prices by some 50% over the past 12 months. 

But China is by no means the whole story. Speculators — including small investors — 
are also playing a huge role. Thanks to the proliferation of mutual funds and exchange- 
traded funds tied to commodities indexes, speculative buying has gone way beyond 
anything the domestic commodities markets have ever seen. By one estimate, index funds 
right now account for 40% of all bullish bets on commodities. The speculative juices are 
even more plentiful — nearly 60% of bullish positions — if you count the bets placed by 
traditional commodity "pools." 


Here’s the problem: The speculators’ bullishness 
may be way overdone, in the process lifting 
prices far above fair value. If the speculators 
were to follow the commercial players — the 
farmers, the food processors, the energy 
producers and others who trade daily in the 
physical commodities — they’d be heading for 
the exits. For right now, the commercial players 
are betting on price declines more heavily than 
ever before, says independent analyst Steve 
Briese. 

For example, in the 17 commodities that make up 
the Continuous Commodity Index, net short 
positions by the commercials have been running more than 30% higher than their 
previous net-short record, in March 2004. 

Briese, author of the recent book The Commilmenls of Traders Bible and editor of the 
Website CommitmentsOfTraders.org, was one of the first to recognize that information 
on the bets made by the commercials could provide rare insights into how the "smart 
money" views the price outlook. These days, the data suggest, the smart money clearly 
believes that the market’s exuberance has turned irrational. 



Index funds with buy-only strategies 
have had outsized influences on the 
market. 


Indeed, the great commodities bubble started springing its first leaks two weeks ago: Oil, 
gold and other major commodities posted their steepest weekly drop in half a century. 
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Though prices have since firmed, they could eventually drop 30% as speculators retreat. 
The only real question is when. 

IT’S NOT EASY TO SIZE UP THE 
influence of the index funds. But based on their 
known cash commitments in certain 
commodities, and the commodity indexes their 
prospectuses say they track, it is possible to 
estimate the size of their commitments in all 
commodities they buy. Using this method, 
analyst Briese (pronounced "breezy") estimates 
that the index funds hold about S21 1 billion 
worth of bets on the buy side in U.S, markets. 

Applying a similar method, but with slightly 
different assumptions for indexes tracked. 

Bianco Research analyst Greg Blaha puts that 
figure at $194 billion. Either figure is enough to selling by pros, 
turn the index funds into the behemoths of the commodity pits, where total bullish 
positions now stand at $568 billion. 

Commodities index funds, which arrived on the scene in the late 1990s, have come into 
their own in the past several years. The biggest index fund, Pimco Real Return ' (ticker: 
PRTNX), has seen its assets swell to $14.3 billion from $8 million since its inception in 
January 1997. 

Index funds offer investors an easy, inexpensive way to gain exposure to a segment of the 
commodities markets or a broad-based basket of commodities. Result: The funds have 
drawn many private investors who have never ventured into futures, along with pension 
funds and other institutional players looking to diversify. But for all the virtues that the 
funds hold as a way of spreading bets across commodity markets, they take only long, or 
bullish, positions, avoiding short-selling. In other words, they trade on the naive and 
potentially fatal assumption that commodities have the same tendency as stocks to rise 
over the long run. 

That this large, bullishly oriented group of funds is flourishing is partly a result of a 
regulatory anomaly. In recognition of the fact that the commodity markets are too small 
to absorb an excess of speculative dollars, the Commodity Futures Trading Commission, 
in conjunction with exchanges, imposes position limits on speculators. But the agency 
has effectively exempted the index funds from position limits. 

The dislocations caused by allowing so much money into markets that have limited 
liquidity is now causing alarm in the trading pits. That, in turn, is prompting the CFTC to 
call for an industry gathering April 22 at its Washington headquarters "to hear firsthand 
from participants to ensure that the exchanges are functioning properly." On this and 
related issues, CPTC Acting Chairman Walter Lukken declined to comment to Barron’s. 





Analyst Steve Briese sees heavy short- 
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Unless regulators clamp down, the index funds could become an even bigger force in the 
markets. In the midst of the recent sell-off, commodity bull Jim Rogers made that very 
point in an interview with Bloomberg News. Referring to the "over 70,000 mutual funds 
in the world” compared with the "fewer than 50" that now invest in commodities, he held 
out the prospect of a speculative bubble that could last for years. 

In Rogers’ view, the bull market is in the "fourth inning" of a "nine-inning baseball 
game." To which commodity bear Steve Briese counter-quips, "Maybe, but can’t the 
game be called for a year or two, on account of rain?" 

IN THE ORGANIZED COMMODITY MARKETS, trading is in futures and options, 
which are essentially two-way bets on the outlook for prices. For every buyer (a "long") 
of a future or options contract betting on a price rise, there is a seller (a "short"), taking 
the other side of the contract by betting on a price decline. Since speculators and 
commercials as a group can be either short or long, the charts (see the last page) track the 
net position — longs minus shorts — held by either group. Courtesy of Briese, the charts 
track net long or short positions in dollars, based on the dollar value of the commodity 
each futures or options contract covers. 

The speculators, now so bullish, are mainly the index funds. To see how their influence 
on the market has become outsized, just look at how they operate. Nearly $9 out of every 
$10 of index-fund money is not traded directly on the commodity exchanges, but instead 
goes through dealers that belong to the International Swaps and Derivatives Association 
(ISDA). These swaps dealers lay off their speculative risk on the organized commodity 
markets, while effectively serving as market makers for the index funds. By using the 
ISDA as a conduit, the index funds get an exemption from position limits that are 
normally imposed on any other speculator, including the $1 in every $10 of index-fund 
money that does not go through the swaps dealers. 

The purpose of position limits on speculators, which date back to 1936, is clearly stated 
in the rules: It’s to protect these relatively small markets from price distortions. An 
exemption is offered only to "bona fide hedgers" (not to be confused with "hedge funds"), 
who take offsetting positions in the physical commodity. 

The basic argument put forward by the CFTC for exempting swaps dealers is that they, 
too, are offsetting other positions — those taken with the index funds. 

Position limits on speculators, in some commodities specified by CFTC rules and in 
others by the exchanges, are generally quite liberal. For example, the position limit on 
wheat traded on the Chicago Board of Trade is set at 6,500 contracts. At an approximate 
value of $60,000 worth of wheat per contract, a speculator could command as much as 
$390 million of wheat and still not exceed the limit. 

But at least one index fund that does trade the organized commodity markets directly and 
must therefore abide by the rules — PowerShares DB Multi-Sector Commodity Trust 
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(DBA) — recently informed investors that it was bumping up against position limits and 
therefore would change its strategy. 

No such information is available from individual swaps dealers. But based on CFTC data 
on their total position in a commodity like wheat, together with the fact that only four 
dealers account for 70% of all the trading from the ISDA, it is quite clear that if the 
exemption were ever rescinded, the dealers’ trading in these markets would no longer be 
viable. 

Speculators also use the older commodity pools, whose position is likewise tracked on 
the charts. The pools, open to sophisticated investors, are flexible enough to sell short as 
well as buy long and are subject to position limits. But since they are generally trend- 
followers, they will almost always go long in bull markets. Through most of the recent 
period, then, the pools have been adding to the price distortions caused by the index 
funds. Add the pools’ bets to those of the index funds, and speculative money forms 58% 
of all bullish positions. 

To get a further idea of the impact of these speculative bets, Barron’s asked Briese to 
measure them against production in the underlying markets. He calculates that in 
soybeans, the index funds have effectively bought 36.6% of the domestic 2007 crop, and 
that if you add the commodity pools, the figure climbs to 59.1%. In wheat, the figures are 
even higher — 62.3% for the index funds alone, and the figure jumps to a whopping 
83.6% if you add the pools. Betting against them as never before are the commercials, 
who deal in the physical commodity. 

The CFTC provides these figures on index trading for only 10 commodities. Why are 
such major commodities as crude oil, gold, and copper excluded? The agency’s rationale, 
which even certain insiders question, is that it would be hard to get reliable information 
on these other commodities from the swaps dealers. 

WHAT MIGHT FINALLY TRIGGER THE bursting of the commodities bubble? 

One possible trigger was cited in a Barron’s interview with Carl Weinberg of High 
Frequency Economics, published last week. Weinberg anticipated a break "some time 
this year" in industrial commodities, including crude oil, copper and natural gas once 
there is news of "even the slightest slowdown in the Chinese economy," the country 
whose insatiable demand, together with that of India, has been a rallying cry of the 
bullish speculators. When industrial commodities prove vulnerable, speculative money 
could start fleeing agricultural commodities, also. 

Societe Generale analyst Albert Edwards goes much further. Based on his view that the 
"Commodity bubble is nonsense on stilts," Edwards holds the "very strong conviction 
that before the end of this year, commodity prices... will be unraveling," He believes the 
triggering events will be the "unfolding U.S. consumer recession" and likelihood of 
"negative CPI [consumer price index] inflation rates." 
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A sudden turnaround in the dollar could be another trigger, notes Briese. By making 
dollar-denominated commodities ever cheaper in terms of other currencies, the collapsing 
dollar has been a legitimate bullish factor. "But the buck won’t go down forever," Briese 
argues. "The same cycles that coincided with the dollar’s major bottom in 1992 are due to 
make a low later this year. A rebounding dollar would pinch demand for dollar- 
denominated commodities." 

Alternatively, to borrow a quip from the late humorist Art Buchwald — who once 
explained that his candidate lost the election owing to "not enough votes" — the bubble 
could burst from not enough buying, Brokerage houses have been advising their clients to 
allocate part of their portfolios to commodities, compared with allocations of zero several 
years ago. Even a shift of five percentage points would have been more than enough to 
account for the dollars that have fueled the "nonsense on stilts." 

But what if the U.S. economy proves more resilient than currently thought, doesn’t fall 
into recession, and instead starts growing again? The resulting rally in the stock market 
could send the allocation share back to zero and the bubble could burst, not with a bang, 
but with a whimper. 

The CFTC could also prick the bubble by enforcing its own rules. If the agency were to 
rescind the exemption on position limits given to the index funds (say, on a phased basis, 
so that the funds could make an orderly retreat), prices would probably fall back to reflect 
their true supply-demand fundamentals. 

Briese’ s analysis of commercial hedger positions leads him to believe that commodities 
in general were fully valued in terms of the fundamentals as of early September 2007. 
Based on the 24-commodity S&P Goldman Sachs Commodity Index, that would mean 
about a 30% collapse from present levels. But, he adds, "Given the tendency for prices to 
overshoot, commodity values could be cut in half before they stabilize." 

Maybe it’s time to start listening to the smart money. 
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Ex-Nymex Director Guilty of Fraud 

By AARON LUCCHETTl and GREGORY MEYER 
April 9, 2008; Page Cl 

A former board member at the New York Mercantile Exchange pleaded guilty to two felony counts 
related to illegal natural-gas trading -- perhaps adding to longstanding distrust of the way traders 
handle orders on exchange floors. 

On several occasions, Steven Karvellas, 48 years old, made trades and then waited to see how they 
turned out before assigning the trade to either his own account or a customer's, according to a plea 
agreement announced Tuesday. That meant Mr. Karvellas, of Allendale, N.J., was able to cherry- 
pick winning trades for himself, while leaving his customers with less-favorable prices. 

HIGH IDEALS 

From a 2002 letter to fellow New York Mercantile Exchange members by Steven 
Karvellas, who pleaded guilty Tuesday to itlegai natural-gas trading: 

"The shocking collapse of Enron indicates that our Exchange does wear a white hat in the 
financial world. We illustrate how markets should operate, honestly and with openness and 
transparency that gains the public's trust. Re-electing me will help to insure that our positive 
message is broadcast in the press and throughout the government. ... " 

Sincerely, Steven J. Karvellas 
Source: Nymex Holdings Inc. 's Web site 

The case is particularly embarrassing for the exchange, a unit of publicly traded Nymex Holdings 
Inc., because Mr. Karvellas was on the floor exchange's board -- and even led its compliance-review 
committee -- when the illegal trades occurred. 

In a 2002 letter sent to Nymex members as part of a re-election campaign, Mr. Karvellas wrote that 
die "shocking collapse of Enron indicates that our Exchange does wear a white hat in the financial 
world. We illustrate how markets should operate, honestly and with openness and transparency that 
gains the public’s trust." 

"It takes a lot of chutzpah to be on the board of an exchange and simultaneously breach your 
customers* interest in a fraud," said Gregory Mocek, director of enforcement at the Commodity 
Futures Trading Commission, which handled the case with Manhattan District Attorney Robert 
Morgenthau. 

Under CFTC rules, floor brokers like Mr. Karvellas can operate as both a broker for their customers 
and trader for themselves. But when acting in this "dual trader" mode, floor brokers have an 
obligation to act in the best interest of their customers, Mr. Mocek said. That includes a duty to seek 
the best possible prices for customers. 

"You've got the fox in the chicken house,” Mr. Morgenthau said. 


5/5/2008 
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Mr. Karvellas, who declined to comment, pleaded guilty to one count of commodities fraud and one 
count of tampering with physical evidence. He will serve five months in jail and pay penalties and 
fines totaling $850,000. 

Three other Nymex traders also pleaded guilty to trading ahead of customer orders. And three 
additional people, including a former Nymex employee, were charged as part of what officials 
described as a continuing investigation into fraud against clients on the century-old exchange. 

Nymex, which is being acquired by Chicago Mercantile Exchange parent CME Group Inc., and 
other floor exchanges have been hurt in recent years by the rise of electronic trading, which has 
lured large institutional investors to send more trades to systems that don't rely on open-outcry 
exchanges. Nymex has responded aggressively to the speed and cheaper costs of electronic trading, 
including an earlier agreement in which the CME is handling the electronic trades of Nymex's 
energy contracts. 

Nymex's cavernous floor in lower Manhattan still has many supporters 
among investors with large, complex orders that benefit from hand-holding 
by experienced traders. But floor trading remains vulnerable to 
manipulation. In 2005, 15 traders at the New York Stock Exchange were 
indicted on charges that they cheated investors. Many of the traders won 
their criminal cases, but the exchange paid $20 million to beef up its 
surveillance systems. 

Mr. Karvellas, a finance major at the University of Pennsylvania in 
Philadelphia, began his Wall Street career as a clerk in 1981 and later 
traded gold futures at the Commodity Exchange, or Comex, which 
eventually merged with Nymex. In 1989, Mr. Karvellas and another trader 
generated headlines by getting into a fistfight in the gold-trading pit. 

Kenneth Moskowitz, a friend of the Nymex trader, says Mr. Karvellas was 
involved in his community, coaching youth football, helping high-school students with college 
applications and paying for underprivileged kids to go to summer camp. "He's really lived an 
exemplary life," said Mr. Moskowitz. Another person close to Mr. Karvellas said he wasn't 
disciplined for the 1989 gold fight because he was defending himself in the matter. 

After he began trading natural-gas futures in 1990, Mr. Karvellas rose through the close-knit ranks 
of Nymex traders, and joined the exchange's board in 1996. With more than 20 members, that group 
essentially functioned as the exchange's corporate board until Nymex went public in 2006. 

Unlike the boards of stock markets, current and retired traders frequently sit of the boards of the U.S. 
futures exchanges. The CFTC is considering whether to require more independence on futures 
exchange boards. 

According to the plea agreement, the illegal trades occurred between September 2002 and May 
2003. From 1998 to 2002, Mr. Karvellas was on the Nymex board's executive committee. He led its 
adjudication and compliance-review committees from 2000 to 2003. 

Mr. Karvellas was forced to resign from the board in 2006 after paying fines for trading-record 
infractions that exceeded the allowable limit at Nymex. 



Former Nymex trader Steven 
Karvellas after leaving court 
on Tuesday. 
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In January, a grand jury subpoenaed a five-year-old trading ticket related to the investigation. Mr. 
Karvellas pleaded guilty to tampering with physical evidence by ordering a subordinate to destroy 
the trading ticket. 

In a statement, James Newsome, chief executive of Nymex Holdings, said the company "will not 
hesitate to work with law enforcement authorities, or take whatever steps are otherwise necessary, to 
protect the integrity of our markets." A CME spokeswoman said the probe wouldn't affect its 
pending takeover of Nymex. 

Away from the trading floor, Mr. Karvellas owned a camp in Port Jervis, N.Y., which trained 
gymnasts, including Olympic gold medalist Shannon Miller. A spokeswoman for Ms. Miller said 
she knew Mr. Karvellas through her coach, Steve Nunno, 

During the 1990s, Mr. Nunno ran the camp, but he and Mr. Karvellas parted ways after 
disagreements about how it should be run. Mr. Nunno recalled that Mr, Karvellas would threaten to 
close the camp if it didn’t hit registration targets. 

"It became very difficult to work with him," Mr. Nunno said. 

Write to Aaron Lucchetti at ,aaron.lucchetU@wiy and Gregory Meyer at 
greg.nieyei’ @ do wjoiies.,c.Qirt^ 
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US watchdog rebukes FSA on derivatives 

By Jeremy Grant in London 

Published: April 22 2008 00:00 1 Last updated: April 22 2008 00:00 

The UK's Financial Services Authority lacks transparency in its oversight of the booming derivatives markets, a top US 
financial regulator warned on Monday. 

In an unusually sharp rebuke of a regulator by a peer, Bart Chilton, a commissioner at the Commodity Futures Trading 
Commission, said that Britain’s financial watchdog needed to apply "greater oversight and enforcement”. 

The comments expose long-standing concern within the US futures watchdog that London’s huge energy and 
commodities markets could be more at risk of fraud and manipulation than those in the US because of a different 
regulatory approach. 

They also highlight the difficulty regulators will have in reconciling differing approaches to policing markets that are 
increasingly interconnected. The FSA places an emphasis on deterrence, rather than the use of high-profile prosecutions 
and fines in the US. 

“I am generally concerned about a lack of transparency and the need for greater oversight and enforcement of the 
derivatives industry by the FSA,” Mr Chilton told a meeting of the Futures and Options Association in London. He was 
expressing his personal views, not those of the CFTC as a whole. 

An FSA spokesman said: “We have a risk-based approach that suits our markets. We are an organisation that believes 
in credible deterrence, we are not enforcement-led." 

Mr Chilton’s concerns come as the Securities and Exchange Commission is pushing a new system of “mutual 
recognition” with foreign counterparts that aims, in part, to make cross-border enforcement easier. 

Last week the EU-US Coalition of Financial Regulation, which groups investment banks in the US and Europe, called on 
the European Commission and SEC to move rapidly towards “wider acceptance of regulatory recognition". 

Mr Chilton said; "I support greater co-ordination and harmonisation of rules and regulations on both sides of the Atlantic, 
but that should only come with strong oversight and enforcement from both the US and UK.” 

The CFTC has long operated a successful system of mutual recognition with the FSA that allows UK futures exchanges 
to otter their products to US investors without having to register as exchanges in the US. 

CQfiyrighl; The Financial Times Limited 2008 
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Seeking Alpha ^ 

IMF: Speculation Playing 'Significant Role' in Oil Price 
Surge 


by: Research Recap 


posted on: May 14, 2008 j about stocks: OIL / USO 


The recent surge in oil prices cannot be explained by economic factors alone, meaning speculation has plajed a”signillcant 
role," according to the International Monetary Fund. 

In an analysis in its Regional Economic Outook 

for the Middle East and Central Asia, the IMF says “The recent surge in the oil price (from $80 to over $100 a barrel) seems to 
go well beyond what would be indicated by the growth of the world econonv-" 

Producers in particular argue that fundamentals would yield an oil price ofabout $80 a barrel, with the rest being 
the result of speculative actvity. 

The IMF says one way to get a sense of speculative acfvity is to compare movements in the real price of oil with the real pricei 
of gold. This relationshp has been surprisingly close for a long period of time. Gold is well known to be a highly speculative j 
commodity, driven by factors other than derived derrend, the IMF said. j 


Figure B7-2. Oil and Gold Prices Deflated by U S. CPI 

(Base year = 2007) 




Source: IMF, MifAfEcoflCfrrK Ow/oo/r. 

"One could reasonably argue that this relationship, which has continued in 2008, is 

evidence of speculative behavior in oil, If the oil price does fall signlicantly in the near term, it may reflect more the unwinding 
of speculative positions in both gold and oilthanindicatethat a recession is under way." 

"In summary, it appears that speculation has played a significant role in the run-up in oil prices asthe U.S. dollar has 
weakened and investors have looked for a hedge in oil futures (and gold). " 

As financial market conditions setle down, fundamentals should take over and oil prices should come down 
further from the highs recently observed. 
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Saudi Arabia's Leverage 
In Oil Market Is Sapped 

By NEIL KING JR. 

June 16, 2008; Page AS 

As Saudi Arabia prepares to host a summit of oil producers and consumers 
Sunday, it finds itself without its usual leverage over oil markets. 

Concerned about the long-term impact of soaring prices, Saudi Arabia is 
limited in its ability to do much about it. 

The world's largest oil supplier does have two blunt weapons in its arsenal if it wants to try to beat down 
soaring oil prices to assuage the growing outcry over pump prices in world capitals. It can open its 
spigots wider to put more crude on the market, and it can sharply discount that crude to get refineries to 
lap it up. 


DOW JONES REPRINTS 

) This copy is for your personal, 
non-commercial use only. To order 
presentation-ready copies for 
distribution to your colleagues, 
clients or customers, use tbe Order 
Reprints tool at the bottom of any 
article or visit; 
wvw, djreprints.com, 

• See a sample reprint in PDF 
format. 

• Order a lepnnf of this article now. 


Industry insiders say that Saudi Arabia may employ exactly that double whammy in a bid to take the 
steam out of a market that has sent prices up more than 40% since the start of the year. They say that 
during Sunday's summit in the coastal city of Jeddah, which Riyadh called to address the problem of 
soaring oil prices, Saudi officials will propose boosting production by at least several hundred thousand 
barrels a day. 

U.N. Secretary-General Ban Ki-moon said Sunday after meeting with the country's oil minister that the 
kingdom will raise production by 200,000 barrels a day in July. It wasn’t immediately clear whether that 
rise would be permanent or a one-off response, as was a Saudi boost of 300,000 barrels a day in June. 
Saudi Arabia now pumps about 9.45 million barrels a day. On the New York Mercantile Exchange, 
benchmark crude for July delivery fell $1.88 Friday to settle at $134.86. 


The question is whether even a temporary surge of discounted Saudi oil would be enough to reverse the 
most bullish oil market in decades. And if so, would the price remain lower for long? 


Some industry ana]y.sts say that such a strategy, if it Is employed, might not have a lasting effect and 
could even risk pushing prices higher if Saudi Arabia doesn’t find willing customers for the additional oil 
at a time when demand is beginning to erode. This is especially so given that most of Saudi Arabia’s 
excess capacity consists of heavy and high-sulftir crude, which is harder to refine into high-end products 
like gasoline, and therefore is much less in demand. 


An effort to artificially bludgeon prices down, they say, could magnify the very concerns that have 
helped drive prices up in the first place — above all, the worry over the reliability of long-term supplies. It 
would also mean delving into Saudi Arabia's already thin spare capacity, which has been another goad 
for upward prices. 


One thing that nearly ail sides agree on: the market isn't hankering for additional oil. Saudi officials have 
insisted loudly for months, most recently on Friday, that more oil wasn't the answer. Instead, they have 
blamed soaring prices on the failing dollar, U.S. interest-rate policy and the increasing involvement of 
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big investment funds in the commodities market. Saudi Oil Minister Aii Naimi said Friday that soaring 
prices were "unjustified by the fundamentals'* of supply and demand. 

One of Mr. Naimi's advisers, Ibrahim al-Muhanna, expanded on that, saying in a brief interview that 
Saudi Arabia continues to satisfy all of its customers' demands, and that there were no signs of demand 
for increased supply during the most recent round of monthly sales, which occurred last week. "What we 
want is a stable market," he said. "We want whatever will help create stability and moderate prices." 

Saudi Arabia, which supplies about 1 1% of the world's daily oil needs of around 86 miiiion barrels, is 
under increasing pressure to do something to tamp down prices. King Abdullah told his ministers last 
week to pursue any remedy, according to people familiar w'ith the matter. 

The fear within Saudi Arabia is that sky-high prices will both rattle the world economy and spur 
efficiencies and new technologies that could undercut demand for oil in the future. Some other members 
of the Organization of Petroleum Exporting Countries share that concern, but only Saudi Arabia has 
played the role as a buffer against excess price jolts. The kingdom remains the only country with sizable 
excess capacity, though that has shrunk in recent years to slightly less than two million barrels a day. 

During past oil-price surges such as at the start of the Iran-Iraq war in the early 1980s or after Iraq's 
invasion ofKuwait in 1990, Saudi Arabia flexed its oil muscle and helped drive down prices by boosting 
its own exports. In 1998, during a market-share battle with Venezuela and non-OPEC suppliers like 
Russia, Saudi Arabia used the much heavier cudgel of pouring cut-rate crude onto the market and sent 
prices plunging. 

Today’s market is very different. With the emergence of giant consumers like China and India, producers 
have strained to meet demand. That has diminished the ability of Saudi Arabia to use its supply cushion 
to help modulate markets, That may not keep the Saudis from trying, however. 

"The Saudis are increasingly seeing that it is in their long-term strategic interests to bring down prices," 
said David Kirsch, an oil analyst at RFC Energy in Washington. "What they are going to have to do, 
though, is very aggressively price whatever oil they offer. That is going to be their challenge." 

Refiners not only would have to go to more trouble to refine the heavier crude, they also would have to 
be willing to spend money to put large amounts of the oil in storage, even at the risk that oil gets still 
cheaper before they are able to refine it. There are strong reasons to suggest that even a sharp boost in 
production may do little to blunt concerns within the industry. 

For one, Saudi Arabia has now made clear that it may never increase its production capacity beyond 12.5 
million barrels a day -- its target for the end of 2009 — up from its current level of 11 .4 million barrels a 
day. After that, all drilling and exploration could go to maintain that as the country's oil fields age. 

With demand still growing strongly in China and other parts of Asia, as well as within the Persian Gulf 
itself, the market is now digesting the fact that Saudi Arabia — with nearly a quarter of the world's proven 
oil reserves -- may provide only a few of the added barrels that countries will need in the future. That has 
helped deepen the widespread fears over whether other suppliers can keep up with demand in the next 
decade. 

Some analysts have pointed to the country's Khursaniya oil field, which is expected to come onstream 
next month, as proof that Saudi Arabia can easily bump up its production by 500,000 barrels a day if it 
wants. But the plan for that field was to ramp up its production slowly, while using the new stream to 
allow some of the country's older fields to rest. 
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Mr. Walter Lukken 
Acting Chair 

Commodity Futures Trading Commission 
1155 21“ Street. N.W. 

Three Lafayette Center 
Washington, D.C. 20581 

Dear Chaimian Lukken: 

With crude oil prices fUtures spiking from $68/barrel a year ago to nearly $140/bairel 
today, questions have been raised about whether the estimated $260 billion in commodity index 
investments has, in combination with supply and demand expectations, untethered oil and other 
commodity prices from supply and demand fundamentals. It is imperative to understand more 
clearly what dynamics are at work in the futures and bilateral markets, and whether a tipping 
point has been reached that has caused prices to deviate from economic fundamentals. 

Although long overdue, we commend the Commodity Futures Trading Commission 
(CFTC) for issuing a Special Call to overcome its persistent lack of information regarding 
passive investments in commodity indexes and single commodities. We also support your efforts 
to secure additional information from the Financial Services Administration and ICE Futures 
Europe regarding the futures traded on that foreign board of trade. Despite these initiatives, the 
futures markets remain far from transparent to regulators or the public. 

In particular, Congress needs to better understand the role and activities of Sovereign 
Wealth Funds in commodity markets in order to assess whether or if any of the oil producing 
nations may be contributing to the upwards pressure on commodity prices through undisclosed 
investment in energy or other commodities. We were interested to learn that all five commodity 
dealers represented at the CFTC’s Jime 10, 2008, Eneigy Markets Advisory Committee meeting 
(Goldman Sachs, Moran Stanley, Merrill Lynch, Lehman Brothers, and D.E. Shaw) had 
Sovereign Wealth Funds as clients. 
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In addition, a number of experts have questions whether commodity index investments 
have distorted energy and agricultural commodity prices. In particular, these experts have 
questioned whether massive inflows of capita! from pension funds, endowments, sovereign 
wealth funds, and other institutional investors are having a disproportionate effect on the 
comparatively small commodity markets because these investments are exclusively on the buy 
side and, unlike traditional speculators, are not price sensitive. 

Buttressing our concern, a prominent Lehman Brothers oil analyst recently estimated 
that crude oil futures prices go up 1.6 percent for every $ 1 00 million of inflows into commodity 
indexes. Lehman estimated that $90 billion has moved into commodity index investments since 
January 2006. 

Position limits were instituted by CFTC and exchanges to prevent excessive speculation 
and price distortion in commodity markets, and can be exceeded only when there is a bona fide 
need to hedge the price of a product or commodity. Since 1991, however, CFT C authorized a 
loophole that has allowed swap dealers with no physical commodity exposure to receive 
exemptions from these position limits. This was a remarkable departure from the spirit and 
intent of the Commodity Exchange Act, which only allowed purchasers, sellers, and users of 
commodities to “hedge their legitimate anticipated business needs for that period of time into the 
future for which an appropriate futures contract is open and available on an exchange.” 

The CFTC apparently abandoned this longstanding principle after J. Aron and Company 
(now Goldman Sachs) asked CFTC to provide them with exemptions from positions limits for 
com, wheat, and soybeans futures in order to permit the company to offset price risk from swaps 
exposure related to the Goldman Sachs Commodity Index. On October 1 8, 1991, CFTC granted 
J. Aron an open-ended “bona fide” hedge exemption for these index investments — an exemption 
that has continued to this day. 

In addition, exemptions from position limits have been granted at the futures exchange 
level. For example, the New York Mercantile Exchange (NYMEX) granted 117 hedging 
exemptions since 2006 for the West Texas Intermediate Crude (WTI) contract, according to 
recent CFTC communications. NYMEX is authorized under its rules to grant exemptions from 
the WTI position limits of 3,000 contracts in the final 3 days of trading, and has soft limits of 
20,000 contracts for all months combined. Of the 1 17 exemptions granted, 48 were given to 18 
companies based exclusively on swaps exposiue, another 44 were issued to 24 companies for 
combined hedge/swap positions, but only 25 were granted to 1 1 companies based on a bona fide 
hedge exposure. The Committee would like to better understand the magnitude of these 
exemptions and the rationale behind them. 

It is fair to ask whether large inflows from coimnodity index investors are distorting 
energy prices and undermining the price discovery function, and whether CFTC has the data to 
help answer this question. It is also fair to ask whether CFTC has been hobbled in policing the 
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markets hedging exemptions, no action letters, and a plethora of exclusions and exceptions 
carved into law, regulations, and exchange rules. 

In order to get a clearer understanding of the implications of these recent exemptions, and 
in preparation for the June 23, 2008, hearing before the Subcommittee on Oversight and 
Investigations, we request under Rules X and XI of the Rules of the House of Representatives, 
the following information by no later than Friday, June 20, 2008; 

1 . The names of the 1 8 companies that have secured 48 hedge exemptions from 
NYMEX based solely on swaps exposure. 

2. The total number of futures contracts that these 1 8 companies were able to hold in 
excess of the NYMEX position limit for WTI under these exemptions. Please 
identify the number of long and short positions (without identifying any one 
company’s position). Please advise if any of the swaps exposure involves exemptions 
related to commodity index investments or single commodity fund investments. 

3. Identify the 24 companies that have secured 44 hedging exemptions based on a 
combined hedge/swap positions (without identifying any one company’s position). 

4. The total number of WTI contracts in excess of the NYMEX position limit for the 24 
companies that have secured 44 hedging exemptions based on combined hedge/swap 
positions (without identifying any one company’s position). Please identify the total 
number of short versus long contracts. Please advise if any of the swaps exposure is 
related to commodity index investments or single commodity fund investments. 

5. The names of the 1 1 companies that have secured 25 bona fide hedge exemptions. 

6. The total number of WTI contracts for the 1 1 companies that have secured 25 bona 
fide hedging exemptions in excess of the NYMEX position limits (without identifying 
any one company’s position). Please identify the total number of short versus long 
contracts. 

7. The number of traders holding positions for all months in excess of the WTI contract 
all month accountability level for June 6, 2008, and the aggregate amount of such 
positions in excess of the 20,000 all month accountability levels. Please provide 
information on short versus long positions. 

8. In addition to the exemption letter granted to J. Aron and Company on October 1 8, 
1991, how many other CFTC exemptions have been granted to companies that wish 
to exceed futures position limits to offset price risk from swaps exposure to a 
commodity index? Please provide copies of such letters. 
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9. Please provide a list of Sovereign Wealth Funds that have commodity investments 
including: 

a. An estimate of the open interest in futures and options held by Sovereign Wealth 
Funds. 

b. How many Sovereign Wealth Funds from countries that are net exporters of oil 
are taking positions in oil or other energy futures. 

c. In the event that CFTC does not have sufficient information to assess the size and 
extent of these investments, please issue a Special Call for information to obtain a 
list of the Sovereign Wealth Fimds, identify their aggregate positions in 
commodities, and make this aggregated information public. 

1 0. The Cortunission obtains quarterly reports from ICE Futrues Europe and other foreign 
boards of trade pursuant to CFTC staff “no action” letters. The reports identify the 
overall volumes and the amount of U.S. originated trading activity in each contract. 
Please provide copies of these quarterly reports for the past two years for the foreign 
boards of trade that are trading futures contracts for energy with a delivery point in the 
U.S. (such as the WTI contract). 

11. Please provide a side-by-side comparison of the market rules governing commodity 
trading under the Financial Services Authority and the CFTC. 

Your assistance with this request is tqtpreciated. If you have any questions, please contact 
us or have your staff contact Richard Miller with the Committee on Energy and Commerce staff 
at (202) 226-2424. Thank you for your consideration. 
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cc: The Honorable Joe Barton, Ranking Member 

Conunittee on Energy and Commerce 

The Honorable John Shimkus, Ranking Member 
Subcommittee on Oversight and Investigations 

The Honorable Bart Chilton, Commissioner 
Commodity Futures Trading Commission 

The Honorable Michael V. Dunn, Commissioner 
Commodity Futures Trading Commission 

The Honorable Jill E. Sommers, Commissioner 
Commodity Futures Trading Commission 
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June 11,2008 

Majority Leader Harry Reid 
Minority Leader Mitch McConnell 
Speaker Nancy Pelosi 
Minority Leader John Boehner 

Dear Leader Reid, Leader McConnell, Speaker Pelosi, and Leader Boehner: 


Record-high, irrational oil prices are smothering the American economy. While we all recognize 
that a coirrmonsense, long-term energy policy is desperately needed in this country, given the grim 
statistics that are getting worse every day. Congress must find bipartisan, near-term solutions. 
Absent an immediate reform in the widely-speculative energy commodity futures markets, oil prices 
worldwide will continue to surge, clamping down even harder on the U.S. economy. 

In May, rmemployment climbed again to 5.5%, the highest one-month spike in 22 years; many 
thousands more employees were laid off; commercial air service to 100 cities was completely 
eliminated or will be by year-end; businesses closed because they cannot begin to raise prices of 
goods enough to recoup surging fuel costs; and families chose between filling up their gas tanks or 
grocery carts. 

Leading energy experts across the country agree that recent, unprecedented Jumps in crude oil 
prices are due, in large measure, to rampant speculation in the energy commodities markets. Just 
last Friday, when oil spiked by $10 per barrel, speculators traded 22 barrels of “paper oil” for every 
single physical barrel of oil consumed. Sophisticated “paper” speculators who never intend to use 
the oil are driving up costs for consumers and making huge profits with little to no risk. Having 
abandoned the stock market, these aggressive traders are manipulating the energy market to their 
sole advantage. 
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This country needs a fair, transparent and balanced energy commodities market, not one that is 
skewed to benefit speculators and institutional investors. We urge immediate action, through either 
the Commodity Futures Trading Commission or Congress, to ensure meaningful reforms are put in 
place to restore market integrity. Although specific measures must he carefully drafted to avoid 
unintended consequences, priority steps include (1) fully closing all loopholes, including the “Enron 
Loophole” and “Swaps Loophole, ” that allow institutional investors to avoid limits on the size of 
their investments; (2) ensuring all energy traders, including those trading on foreign hoards of 
trade, are subject to the limits imposed on U.S. exchanges; and (3) increasing margin requirements 
and imposing appropriate disclosure/financial requirements on institutional investors. 

The undersigned strongly urge Congress to take meaningful steps as soon as possible to address the 
distorted energy commodities market and stop any further decline in the U.S. economy. We offer 
our full support for your efforts. 

Air Line Pilots Association 

Airports Council International 

Air Transport Association 

American Association of Airport Executives 

American Society of Travel Agents 

American Trucking Associations 

Associated Builders and Contractors 

Business Travel Coalition 

Cargo Airline Association 

Consumer Energy Alliance 

Consumer Federation of America 

Industrial Energy Consumers of America 

International Brotherhood of Teamsters 

Interactive Travel Services Association 

National Air Carriers Association 

National Farmers Union 

New England Fuel Institute 

Petroleum Marketers Association of America 

Regional Airline Association 
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ECONOMIC OUTLOOK 


Box 7. Oil Prices: Fundamentals or Speculation? 

Oil prices have continued to break records in 2008 (at over \JS$100 a barrel, and reaching a historical high oflJS$119 a 
barrel on April 22), even while it is widely believed that the U.S. economy is sliding into recession. At these levels, are oil 
prices being driven by fundamentals or by speculation? 

Since 1970 there have been five global 
recessions (with world economic growth falling 
to about 2Vz percent a year or less). The first 
two (1974—75 and 1980-82) were associated 
with large prior hikes in oil prices (reflecting 
supply shocks). As Figure B7.1 shows, real oil 
prices did not immediately fall when the 
recessions began. ^ Oil prices remained quite 
firm one year into each of the recessions, and 
did not fall significantly until world economic 
growth had clearly recovered. By contrast, the 
following three recessions (1 991-93, 1998, and 
2001) were associated with declines in real oil 
prices at the outset (although these declines 
were not particularly large). Why the difference? 

It is possible that the Organization of Petroleum 
Exporting Countries (OPEC) had greater market control in the 1970s than it did during the 1990s. As a 
result, it was easier to prevent falls in oil prices (as demand weakened) in the 1970s than it was in the 
1990s. 

This observed pattern suggests chat it would take a global recession to bring about a major decline in oil 
prices. Currently, the IMF is projecting a decline in world growth to 3.7 percent, which means that oil 
prices should not be expected to fall sharply if they are being driven solely by economic growth 
(“fundamentals”). Even if the world does go into a recession, history suggests that the effect on oil prices 
could be lagged, depending on how much discipline OPEC is able to exert. 

It is hard to explain current oil prices in terms of fundamentals alone. The recent surge in the oil price 
(from US$80 to over US$100 a barrel) seems to go well beyond what would be indicated by the growth 
of the world economy. Producers and many analysts say it is speculative activity that is pushing up oil 
prices now. Producers in particular argue that fundamentals would yield an oil price of about US$80 a 
barrel, with the rest being the result of speculative activity. 

It i.s difficult to get a direct measure of speculative activity. It is true that open positions in oil futures 
more than doubled in size over 2003—07. Net long noncommercial positions at the New York Mercantile 
Exchange briefly reached new highs in mid-2007, after which they declined. Yet prices have stayed high 
even as these speculative positions were unwound. Moreover, there is evidence that changes in net long 
noncommercial positions generally follow price changes rather than lead them. So this line of reasoning 
would imply chat speculation is not the cause of recent increases in oil prices.^ 


Figure B7.1. Real Oil Prices and World Growth 



Sources' Data provided by country authorities; and IMF staff calculations. 


’Real oil prices are defined as the nornina) price deflated by the U.S. consumer price index (CPI). 

should be noted that the distinction between commercial and noncommercial positions in oil futures is difficult to make. 
Total positions may be a better indicator of speculative activity. 
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REGIONAL ECONOMIC OUTLOOK; MIDDLE EAST AND CENTRAL ASIA 

Box 7 (concluded) 

Another way to get a sense of speculative 
activity is to compare movements in the real 
price of oil with the real price of gold. This 
relationship has been surprisingly close for a 
long period of time (Figure B7.2). Gold is "well 
known to be a highly speculative commodity, 
driven by factors other than derived demand. 

One could reasonably argue that this 
relationship, which has continued in 2008, is 
evidence of speculative behavior in oil. If the oil 
price does fall significantly in the near term, it 
may reflect more the unwinding of speculative 
positions in both gold and oil than indicate that 
a recession is underway. 

In summary, it appears that speculation has 
played a significant role in the run-up in oil 
prices as the U.S. dollar has -weakened and 
investors have looked for a hedge in oil futures (and gold). As financial market conditions settle down, 
fundamentals should take over and oil prices should come down further from the highs recently 
observed. How far they will come down will depend on how the world economy is doing, and if history 
is to be a guide, they will come down slowly, a 


Figure B7.2, Oil and Gold Prices Deflated by U.S. CPI 

lBaseyear=2007) 


I —Oil — U.S. dollars a barrel (left scale) 



Source: IMF. World Economic Outlook. 


recession. Growth in emerging markets and 
developing countries is projected to slow to 
6.7 percent from 7,9 percent in 2007, reflecting 
efforts to prevent overheating in some countries 
as well as trade spillovers and some moderation 
in commodity prices. Inflation is expected to 
remain high in the first half of 2008, but should 
decline gradually thereafter, as commodity 
prices stabilize and slack in some countries 
emerges. 

Risks to the baseline projection, however, are 
significantly to the downside, with the greatest 
risk coming from the still-unfolding events in 
financial markets and their potential impact on 
global activity. The recession in the United 
States could be more severe if the correction in 
housing prices and ensuing deterioration of 
households’ net worth are more pronounced. 


There is also a risk chat the credit crunch might 
intensify, as both engines of credit creation — 
the banking system and the securities markets — 
are being impaired at the same time. Similar 
housing price corrections in other countries in 
Europe, although likely to be less pronounced, 
could also weigh down global growth. 

Continued inflationary pressures also pose 
downside risks as they may constrain 
policymakers’ room for maneuver. Emerging 
market economies would be affected more 
substantially if the advanced economies were to 
experience a major downturn or if the rise in 
sovereign spreads and the retreat in equity 
markets were to intensify. Emerging markets 
that rely on short-term cross-border borrowing 
CO finance large current account deficits are also 
more vulnerable to persistent turbulence in 
financial markets, ss 
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stop Enabling The Speculators 

NPR Marketplace June 18, 2008 

Commentator Robert Reich says while speculation is driving commodity markets up, the 
blame rests with the government and regulators who haven't taken the proper steps to 
reign them in. 

Bob Moon; You've heard us talk about the efforts of federal regulators to reign in the 
speculation in the commodities market. Oil futures regulators in Britain and the U.S. 
have now come to an agreement. They'll plug what's referred to as the London Loophole 
that allows traders to step around regulations. 

Commentator and economist Robert Reich has taken a look at all the factors at play in 
the speculation market. He says the problem isn't the speculators, it's the enablers. 

Robert Reich: If it were just supply and demand, gas would probably be selling for 
around $3.50 a gallon, not $4, and food would be 20 percent cheaper. The difference is 
due to speculation. 

Of course, all markets are speculative to some degree. Every time we purchase a share 
of stock, we're speculating. Problems occur when prices are bid upward not because 
underlying values are rising but because investors expect other investors to make the 
same gamble. This can create a bubble. 

And whether it's crude oil or corn, houses or financial derivatives or the stock market 
before the Great Crash of 1929, speculative bubbles cause huge market disruptions, 
both when they fill up and when they pop. 

Sometimes bubbles are manipulated. Prominent investors who hold certain stocks or 
commodity futures will publicly predict when those prices will rise, and then they profit 
when others act on the predictions. Alternatively, certain institutional investors are so 
large they move the markets, prompting other big investors to make the same move. 
That's why some members of Congress want to ban large institutions from commodities 
futures markets or at least limit the size of stakes each investor can hold. 

But the biggest speculative bubbles happen when investors don't need to use their own 
money and can borrow to the hilt for whatever looks promising. That's why margin 
requirements were imposed on individual investors after the Great Crash, proving that 
another way to prevent excessive speculation is to require certain minimum levels of 
collateral. 

The failure to require down payments from home buyers when mortgages became dirt- 
cheap beginning in 2003 contributed to the housing bubble. The failure to require 
investment banks to risk their own capital when they made risky bets on derivatives led 
to the credit crisis. So what about minimal collateral for investments in commodities 
futures like oil? 

You see, the problem isn't speculation per se. Whether it's oil or food, financial 
derivatives or houses, the real problem is the failure of government to curb excessive 
speculation. 


Moon; Robert Reich teaches public policy at the University of California Berkeley. 
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MANAGED FUNDS ASSOCIATION 


THE Financial Services Roundtable ^ 


June 18, 2008 

Dear Senators and Congressmen: 

We represent participants in America’s financial services sector, including banks and investment firms, 
investment companies, pension funds, individual retirement accounts, manufacturers and retailers. Our sector of the 
economy produces 8% of America’s GDP and employs 5% of our workers. In fact, the companies and individuals 
we represent can be found in every city and town across the US. 

In recent weeks, you may have heard complaints about speculation in the energy and commodity markets. 
We are writing to make two basic points: 

First, liquid and efficient energy and commodities markets are essential to the economy, and speculators 
play a crucial role in these markets. As discussed in more detail below, speculators take the risks hedgers want to 
avoid. Without speculation, consumers would likely pay more for energy and commodities. 

Second, some of the drastic proposals to revamp futures market regulation now being discussed would be 
counter-productive. Those proposals range from an outright ban on speculation in commodities and energy futures 
markets to higher margin requirements to revocation of important international agreements on cooperation with 
foreign regulators. They would drive needed speculative capital from our markets to other trading venues that are 
less accessible to U,S, regulators or generally less transparent. These proposals do not offer realistic responses to 
markets that are global and linked more and more everyday by nano-second trading technology. 

Commodities and energy derivatives markets (including both over-the-counter and exchange traded) 
provide a valuable means by which businesses and individuals can hedge the risk of adverse movements in 
commodity prices. America’s derivatives exchanges are the largest in the world, and, in recent years, both on and 
off exchange derivative activity in the U.S, has seen tremendous growth. 

These markets are composed of both “hedgers,” who arc persons seeking to hedge some sort of financial or 
other risk, and “speculators,” who are persons willing to take on that risk in the hope of making a profit. Some 
hedgers seek to mitigate the risk of price increases and others seek protection from prices falling. Thus hedgers can 
be found on both sides of the market, Similarly, speculators are not uniformly buyers or sellers in the market, but 
can also be found on both sides of the market. Speculators perform a very important market function in providing 
liquidity to the market, making it possible for hedgers to efficiently enter and exit the market and reducing the bid- 
offer spreads and the transaction costs of all market participants. Both hedgers and speculators are needed for a 
market to serve its price-discovery function. 

Unfortunately, some have confused speculation with manipulation or other abusive market practices. 
Blaming speculation or any specific trading practice for rising or falling commodity and energy prices without real 
evidence of wrongdoing is misguided. Those kinds of charges create the very real possibility that speculators will 
choose to abandon these markets and use their investment dollars elsewhere. Such an exodus threatens the healthy 
functioning of the markets and the economy. 

Our futures markets and commodity regulators already have and utilize significant regulatory authority in 
the form of speculative position limits, large trader reporting requirements, and special call authority, as well as 
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market surveillance resources and enforcement powers to prevent, detect and prosecute attempted manipulations. 
With regard to energy prices in particular. Congress has been active in recent years establishing new authority for a 
number of federal regulators. For instance in 2005 Congress increased the authority of the Federal Energy 
Regulatory Commission to pursue wrongdoing in the markets for electricity and natural gas as part of the Energy 
Policy Act. In 2007 Congress gave the Federal Trade Commission authority to pursue fraud and manipulation in the 
wholesale market for petroleum products as part of the Energy Independence and Security Act. And just last month 
Congress substantially increased the Commodity Futures Trading Commission’s oversight and regulation of 
electronic commercial markets as part of the Farm Bill. 

In addition to allegations of excess speculation, some have focused on the role of institutional investors in 
commodity and energy prices. These include investors such as public and private pension funds, investment 
companies, and commodity index tracking funds. These investors allow average middle class Americans to hedge 
the risk of rising prices by giving them exposure to commodities, which serves as a hedge against inflation risk. 
Because of the ability, for example, to protect persons such as retirees or prospective retirees from seeing their assets 
decline, these types of investments have increased in popularity in recent years. 

Some have confused these trading opportunities with rising commodity prices, and sought to limit the 
ability of institutional investors to access derivatives. If successful these efforts would substantially harm the ability 
of Americans to protect themselves against inflation and would wrongly limit their investment options in general. 
Before Congress takes any action to limit the ability of average Americans to protect themselves from inflation in 
this way, it should make certain that the alleged adverse market effects of these kinds of investments have a real 
basis in fact. 

We applaud Congress’ efforts to explore abusive market practices. We fully support efforts to ensure 
America’s commodity markets remain fair, liquid and competitive. To that end we endorse efforts to increase 
funding for the CFTC. However, we strongly urge caution when it comes to the reform of these markets. Hastily 
enacted initiatives threaten to undermine these jnarkets at the very time they are most needed and damage them to 
the detriment of both America’s financial competitiveness and our overall economic health. Congress should take 
great care to ensure that the unintended consequences of any proposed market reforms will not outweigh any 
potential perceived benefits, A careful, studied and measured approach is critical to these efforts. 

Thank you for your consideration. 


Sincerely, 

International Swaps and Derivatives Association 

Futures Industry Association 

Managed Funds Association 

Investment Company Institute 

Securities Industry and Financial Markets Association 


The Financial Services Roundtable 
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Department of Energy 

Washington, DC 20585 
June 20, 2008 


The Honorable John D. Dingel! 

Chairman 

Committee on Energy and Commerce 
U.S. House of Representatives 
Washington, D.C. 20515-6115 

Dear Chairman Dingell: 

The Energy Information Administration is pleased to respond to your request for an 
update of the refinery and diesel situation provided to you on April 21, 2008. Please see 
the enclosure for this update. 

I hope this information is of assistance to you. If you need anything else, please contact 
rpe, or your staff may contact Joanne Shore, Senior Analyst, at 202-586-4677. 

Sincerely, 


Guy F. Caruso 
Administrator 

Energy Information Administration 



Enclosure 

cc: 

The Honorable Joe Barton 
Ranking Member 


Printed whh soy ink on recycled paper 
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ENCLOSURE 

Introduction 

In February 2008, concerns were raised over potential petroleum product price impacts of 
discretionary run reductions by refiners during January and February. EIA addressed this 
concern in April 21, 2008, correspondence, describing the market conditions driving 
refinery operations at that time. Those conditions have persisted since then. In 
particular, discretionary run reductions beyond the typical seasonal level have occurred in 
response to a continuing “weak” gasoline market with low wholesale (e.g,, spot) gasoline 
price spreads (the difference between spot gasoline and crude oil price). However, even 
with the low price spreads, increased crude oil prices continue to drive wholesale and 
retail gasoline prices to record levels. 

In contrast, distillate (diesel and heating oil) spot-price spreads (i.e., product price minus 
crude oil price) remain very high. Although refineries have limited ability to vary their 
product mix in the short run, the data indicate yield adjustments were made in response to 
these increased distillate crack spreads, resulting in increased distillate production over 
2007, despite lower refinery inputs and associated lower utilizations. 

The remainder of this enclosure elaborates on these issues. 

Recent Price Developments 

Prices for crude oil, gasoline and diesel continue to set new records. On June 9, the 
national average price for regular gasoline in EIA’s weekly price survey exceeded $4.00 
per gallon for the first time. On June 16, the national average price was $4.08, about 
$1.07 cents higher than at the same time last year (June 1 8, 2007). Diesel prices have 
experienced a much greater increase this year. Having passed the $4.00 per gallon mark 
on April 14, U.$. diesel prices averaged $4.69 on June 16. This is $1.89 higher than 
prices a year ago (June 18, 2007). 

Figure 1 illustrates the basic components of average year-to-date gasoline and diesel 
prices in relation to their values for the comparable 2007 period. For example, diesel 
prices averaged $3.89 per gallon from the beginning of this year through mid June. 

Crude oil, the feedstock for gasoline and diesel, averaged $2.58. Refiners processed the 
crude oil and received $3.16 per gallon, netting 58 cents per gallon of diesel fuel after 
crude oil costs. Pipelines, terminal operators, distributors and retailers had about 26 cents 
to store and move the product to retail stations, and taxes accounted for about 46 cents 
per gallon. Separating product prices into these components helps to explain different 
elements of the petroleum market, but keep in mind that crude and product prices are 
closely related. For example, current strong demand for distillate products is one factor 
adding pressure to crude prices. 

Figure 1 shows that crude oil prices accounted for about $1.14 of the per-gallon increase 
in year-to-date gasoline and diesel prices over their levels in the comparable 2007 period. 
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Most recently, during the first half of June 2008, West Texas Intensediate (WTl) crude 
oil averaged over $130 per batxel or $3.11 per gallon, about twice the SOb-per-bairel 
price during the first half of June 2007. 



Figure 1. Average Price Components January through Mid-June: 2007 and 
2008 


Regular Gasoline Prices 
(Cents Per Gallon) 


Diesel Prices 
(Cents Per Gallon) 


Retail 


0 Taxes 


Wholesale 


Pre Tax 
Retail Over 
Wholesale 


& Wholesale 
Crack 


O Crude 


2008 


Source: EIA weekly retail prices, Bloomberg average spot prices for Gulf Coast diesel and 
regular gasoline. 


Figure 1 also shows that average year-to-date prices at the wholesale level have been 
higher for diesel than for gasoline. During the first half of 2007, the diesel crack spread 
(the difference between wholesale diesel and crude oil prices) averaged about the same a.s 
the gasoline crack spread, but in 2008, the average diesel crack spreads expanded 
significantly over 2007, while the average gasoline crack spread nan-owed. The 
combination of abundant gasoline supply and relatively weak demand depressed gasoline 
crack spreads this year, causing refiners in the United States and elsewhere to pull back 
on crude oil inputs. At the same time, world distillate (diesel and heating oil) markets 
tightened, affecting U.S. diesel and heating oil prices. Although refinery utilization 
dropped in 2008 as a result of the gasoline market weakness, higher diesel crack spreads 
led refiners to increase refinery distillate yields (the ratio of distillate output to crude oi! 
input), allowing for increased distillate production in spite of the decline in crude oil 
inputs. 


The rest of this enclosure provides further detail on these developments and discusses 
ElA’s current foreca,st for the rest of 2008 and 2009. 
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Crude Oil Prices 

As highlighted in EIA’s June Short-Term Energy Outlook, several factors are combining 
to cause supply to struggle to keep up with demand growth, thereby accounting for much 
of the upward trend in oil prices. Consumption in countries outside of the Organization 
for Economic Cooperation and Development (OECD) continues to grow rapidly, 
offsetting weaker consumption in OECD countries, especially the United States. 
Declining production in a number of nations outside of the Organization of the Petroleum 
Exporting Countries (OPEC), including Mexico, United Kingdom, and Norway, is 
largely offsetting increases in other countries. Slow growth in non-OPEC supply is 
coinciding with disruptions in supplies from some OPEC countries, such as Nigeria. 
Finally, ongoing geopolitical concerns in several oil producing countries, including 
Venezuela and Iran, have also contributed to oil price volatility. 

The market remains concerned that the cushion of surplus production capacity (currently 
less than 2 million barrels per day and almost all located in Saudi Arabia) and/or stocks is 
insufficient to protect against possible changes in supply or consumption, especially as 
we enter the summer hurricane season. The absence of a Saudi commitment to add 
capacity beyond its current goal of 12.5 million barrels per day adds to the uncertainty 
about the adequacy of future supply capacity growth. 

U.S. Gasoline and Diesel Crack Spreads 

As noted above, year-to-date crack spreads for diesel and gasoline moved in opposite 
directions relative to their levels in the comparable 2007 period. Crack spreads are 
heavily influenced by the supply-demand balance in each product market, including 
seasonal changes. Figure 2 shows trends in gasoline and diesel crack spreads since the 
beginning of 2007. At the start of 2007, both gasoline and diesel markets were tight, and 
both crack spreads rose during the first quarter. In 2008, however, distillate spreads 
climbed while gasoline spreads stayed relatively low. 

Analysts look at inventory levels as an indicator of the supply-demand balance to assess 
pre.ssures on wholesale crack spreads. For example, when supply from production and 
imports is greater than demand, one would expect rising inventories and narrowing crack 
spreads. This has been the situation in the U.S. gasoline market so far in 2008. The 
current economic slowdown and high prices are dampening U.S. gasoline demand. First- 
quarter data indicate gasoline demand in 2008 has declined 1.3% compared to first 
quarter 2007, but supply did not pull back accordingly. In addition, refiners have been 
blending more ethanol into gasoline, further reducing the need for gasoline from crude 
oil. As shown in Figure 3, with gasoline supply outpacing demand in January and 
February, inventories built substantially, peaking in early March. Reflecting this 
situation, the gasoline crack spread narrowed — indeed, at some points in March 2008, 
wholesale gasoline was actually cheaper than crude oil. 
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In response to this market situation, refiners appear to have reduced crude inputs (and 
thus utilization) and adjusted their product slate to favor distillate production relative to 
gasoline. Gasoline inventory declines since early March coincided with reductions in 
refinery utilization and associated gasoline production and increasing seasonal demand. 
Yet gasoline crack spreads have not increased much. This, along with the recent up-tick 
in inventories and availability of gasoline imports, indicates the gasoline market is still 
well-supplied, holding down incentives for refiners to produce much more gasoline. Had 
2008 been a more typical year regarding the supply-demand balance, gasoline crack 
spreads would have been higher, and retail prices would also have been higher. 

Turning to diesel, understanding distillate fuel prices requires looking beyond the United 
States. World distillate markets have been tight. Diesel demand growth is coming both 
from increasing transportation use and increasing use as a fuel for electricity generation, 
particularly in developing countries where electricity demand is outstripping generating 
capability. On top of this trend, several unusual circumstances are boosting distillate 
demand further. Chile has been experiencing a severe drought that reduced its 
hydropower generation, and reduced imports of natural gas from Argentina have caused 
Chile to turn to more diesel fuel for electricity generation. As a result of these problems, 
Chile’s diesel imports are expected to increase 5-10 percent in 2008 over 2007.' China’s 
demand for diesel also continues to increase as it turns to diesel-powered generators to 
combat shortages, stemming in part from recent earthquake related disruptions of coal 
and natural gas supplies, and to provide adequate electricity for the Olympic Games this 
summer. South African mining companies are turning to diesel generators to deal with a 
power crisis in that part of the world. Even Europe experienced some very tight supplies 
of ultra-low sulfur diesel this past fall, and the market there remains tight.^ This very 
tight international situation is pushing up the price for diesel worldwide, including in the 
United States. 

As a result of strong international diesel demand, the United States has exported more 
diesel than is typical for this time of year, as shown in Figure 4. Both Europe and Latin 
America purchased unusually high volumes of exports from the United States. Europe 
imported 81 thousand barrels per day from the United States during the first quarter of 
2008, compared to 60 thousand barrels per day first quarter 2007. At the same time, 
Latin America imported a record monthly volume of distillate from the United States: 

241 thousand barrels per day compared to 1 15 thousand barrels per day in the first 
quarter of 2007. The increased exports to Chile alone accounted for one third of the first 
quarter total export increase in 2008 over 2007. 

Diesel pressures may ease somewhat from current levels.. In particular, Asian diesel 
supply pressures could moderate in the coming months as the regional supply situation 
improves with the recent start of China’s 200-thousand-barrel-per-day expansion at 
Qingdao and the planned start in a month or two of the 600-thousand-barrel-per-day 
refinery at Jamnagar in India. Latin America’s problems may ease a bit as their winter 


' “Reuters Summit-Chile sees higher diesel imports in ’08," April 4, 2008, 8:07 pm BST. 
^ “World power crunch tightening diesel market,” Reuters, April 29, 2008 16:37. 
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season ends, particularly if Chile sees some drought relief. Still, we expect diesel prices 
to remain high relative to crude oil for much of this year. 


Figure 4. Distillate Exports, by Destination 

Average First Quarter U.S. Distillate Exports 



Bother 

■ Far East 

B Europe (West 
& East) 

□ Latin America! 

■ Canada 


2005Q1 2006Q1 2007Q1 2008Q1 


Source: ETA 


Refinery Utilization 

Refiners typically adjust their output of a product either by adjusting the inputs to the 
refinery, which affects the output of all products, or by adjusting the yield or fraction of a 
product produced from a barrel of crude oil. While yields cannot be changed much in the 
short term since they are a function of refinery equipment, small yield shifts among 
products can still produce a significant swing in volumes. For example, if refinery inputs 
are at 15.4 million bairels per day (mainly crude oil), a one-percent change in yield is a 
154,000-barrels-per-day change in product volume. Both input changes (which affect 
refinery utilization) and yield changes have been exercised by refiners in 2008 to meet 
the market conditions. 

Normally, refinery utilization (refinery inputs divided by capacity) varies seasonally with 
demand and maintenance outages. Utilization generally is highest during the summer 
months of May through August, where the industry frequently averages about 95 percent 
utilization. In the winter months of January through March, utilization frequently 
averages closer to 89 percent. 
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Refinery utilization was lower than typical in the first quarter 2008. Actual first-quarter 
2008 utilization averaged 84.7 percent, compared to the average of 89.1 percent during 
first quarter 2001 through 2005 (years when first quarter volumes were not significantly 
impacted by hurricanes). In April and May, utilization remained low, averaging 86.1 
compared to an average of 94.1 for these two months during 2001-2005. Refinery 
outages have been normal in 2008, implying that discretionary cutbacks represented a 4- 
to 5-percent reduction in utilization during the first quarter, and about an 8-percent 
reduction in April and May. Utilization for the first 2 weeks in June averaged 89 percent, 
which is about 7 percent lower than average. Gasoline market conditions encouraged 
discretionary input reductions. With wholesale gasoline prices sometimes selling below 
the price of crude oil, increased use of ethanol, and plenty of inventory volumes to supply 
the market, refiners pulled back both on refining inputs and on gasoline yields from crude 
oil. 

Despite the reduction in crude oil inputs and refinery utilization rates from typical levels, 
distillate production in the first quarter of 2008 exceeded first quarter 2007 levels by 30 
thousand barrels per day, which was accomplished by shifts in product yields. Although 
refiners have limited ability to adjust the relative amounts of products they produce, 
many refiners made operating changes to increase the amount of distillate produced for 
each barrel of crude oil that they ran. Distillate refinery yields reached new highs for that 
time of year, averaging 0.4 percent higher first quarter 2008 over 2007. 

During early Spring, refiners typically begin to adjust yields to maximize gasoline 
production. However, because of the much higher crack spreads for diesel fuel this year, 
this shift has not occurred. Furthermore, preliminary data indicate distillate yields in the 
second quarter are near or above historical highs for any month. With very high yields, 
weekly data indicate refinery distillate production in April and May was about 71 
thousand barrels per day higher than in 2007, or more than twice the year-over-year 
increase seen during the first quarter. This second quarter production increase occurred 
despite refinery utilization in April and May being lower relative to normal than the first 
quarter of this year. 

In the past, when gasoline crack spreads have been high during the summer months and 
diesel spreads are lower, refiners increased crude oil inputs and utilization. With crack 
spreads reversed (i.e., diesel higher than gasoline), why wouldn’t refiners increase 
utilization along with distillate yields? The answer is in the relative volumes of these two 
products. Finished gasoline, oxygenates, and blending components are 52 percent of 
refinery inputs, while distillates (heating oil and diesel) represent 26 percent. Therefore, 
incremental increased refinery inputs would produce about twice the amount of gasoline 
relative to distillate. Under prevailing market conditions, the extra gasoline would be 
sold at little or no margin and would exacerbate the imbalance in the gasoline market 
described above. Instead, as described above, refiners reduced total refinery inputs, and 
at the same time, shifted some production from gasoline to distillate. 
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Short-Term Outlook 

Crude oil prices are projected to stay high. The overall picture of strong world demand 
and tight supply is expected to continue. WTI prices, which averaged $72 per barrel in 
2007, are projected to average $122 per barrel in 2008 and $126 per barrel in 2009. 

Regular-grade gasoline is expected to average $3.78 per gallon in 2008, or 97 cents above 
the 2007 average price. The U.S. average regular-grade gasoline price, currently over $4 
per gallon, is projected to peak at a monthly average of $4.15 per gallon in August. 

Retail diesel fuel prices are projected to average $4.32 per gallon in both 2008 and 2009, 
an increase of $1.44 per gallon over the 2007 average. While diesel crack spreads have 
been unusually high through the first half of 2008, they are expected to ease somewhat in 
the second half. 


June 20, 2008 


8 



893 



U.S. Commodity Futures Trading Commission 

Three Lafayette Centre. 1155 21st Street, NW, Washington, DC 20581 


Walter L. Lukken (292)418-5014 

Acting Chairman (202) 418-5550 Facsimile 

wIukken@cftc,gov 


June 20, 2008 


The Honorable John Dingell 
Chairman 

U.S. House of Representatives 
Committee on Energy and Commerce 
2125 Rayburn House Office Building 
Washington, DC 20515 

The Honorable Bart Stupak 

Chairman of the Subcommittee on Oversight and Investigations 

U.S. House of Representatives 

Committee on Energy and Commerce 

2125 Rayburn House Office Building 

Washington, DC 20515 


Dear Chairman Dingell and Subcommittee Chairman Stupak: 

Thank you for your June 17, 2008 letter requesting additional information from the Commodity 
Futures Trading Commission (CFTC or Commission) concerning crude oil trading and related 
regulatory issues. Attached is the data requested with certain information marked confidential 
and non-public due to its market sensitivity. 

I share your desire for the utmost transparency and integrity in the energy futures markets, and 
the Commission is devoting ail available agency resources to fulfilling our mandate to protect 
and ensure the integrity of the commodity futures and options markets. 

As prices in the energy and agriculture commodity markets have escalated in recent months, the 
CFTC has pursued an active agenda to ensure that the commodity futures markets are operating 
free of distortion as the agency looks to better understand the implications of these structural 
market developments. 
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As discussed in your letter, the growth of sovereign wealth funds and their collective investment 
in U.S. markets is an issue of interest to a number of U.S. regulators. The Commission’s 
surveillance staff has not observed any positions of sovereign wealth funds in the data received 
to date on the ICE Futures Europe crude oil contract. On N YMEX, staff has observed one 
sovereign wealth fund with reportable positions in crude oil, and unleaded gasoline, and with 
smaller positions in heating oil, and RBOB gasoline blendstock. If in the future additional 
sovereign wealth funds were directly to hold reportable positions, they would be identified in the 
Commission’s large trader reporting for NYMEX as well as in the large trader information 
received from the U.K. Financial Services Authority for the ICE Futures Europe crude oil 
contract. The agency will continue to monitor and analyze this evolving piece of the 
marketplace. 

In addition, the agency shares your interest in obtaining more information about the possible 
impact of the recent influx of index traders in the commodity markets. On May 29, 2008, the 
Commission announced several initiatives to gather additional information from the energy 
futures markets, including information from index traders and swap dealers. The Commission 
has issued special calls to swaps dealers requiring them to provide information on their “book” 
of OTC derivative transactions, including commodity index transactions. 

After receiving this data, the Commission’s staff will analyze it for a variety of purposes, 
including whether commodity index traders are properly classified for regulatory and reporting 
purposes. In addition, if the data includes new information about sovereign wealth fund 
investments in commodity futures markets that requires further steps, we will act accordingly. 
The Commission will provide a report to Congress by September 1 5, 2008 regarding the scope of 
commodity index trading in the futures markets and recommendations for improved practices 
and controls, should they be required. 

I look forward to the upcoming June 23 hearing with the Energy and Commerce Subcommittee 
on Oversight and Investigations to discuss these important matters. I appreciate your 
understanding of the sensitivity surrounding the confidential information provided. Please do 
not hesitate to contact us if we can be of further assistance, and thank you for your ongoing 
attention to these important issues. 


Sincerely, 

Ut/ZIC 

Walt Lukken 


cc: The Honorable Joe Barton, Ranking Member 

Committee on Energy and Commerce 

The Honorable John Shimkus, Ranking Member 
Subcommittee on Oversight and Investigations 
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The Honorable Michael Dunn, Commissioner 
Commodity Futures Trading Commission 

The Honorable Jill Sommers, Commissioner 
Commodity Futures Trading Commission 

The Honorable Bart Chilton, Commissioner 
Commodity Futures Trading Commission 
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MANAGED FUNDS ASSOCIATION 


iNVFSTMBNT 

COMPANY 

iNsTi run 


OSIFMA 

Sc : jritif ■- lAC,.; aAr! 


THE Financsal Services Roundtable ^ 


June 18, 2008 

Dear Senators and Congressmen; 

We represent participants in America’s financial services sector, including banks and investment firms, 
investment companies, pension funds, individual retirement accounts, manufacturers and retailers. Our sector of the 
economy produces 8% of America’s GDP and employs 5% of our workers. In fact, the companies and individuals 
we represent can be fotmd in every city and town across the US. 

In recent weeks, you may have heard complaints about speculation in the energy and commodity markets. 
We are writing to make two basic points; 

First, liquid and efficient energy and commodities markets are essential to the economy, and speculators 
play a crucial role in these markets. As discussed in more detail below, speculators take the risks hedgers want to 
avoid, Without speculation, consumers would likely pay more for energy and commodities. 

Second, some of the drastic proposals to revamp futures market regulation now being discussed would be 
counter-productive. Those proposals range from an outright ban on speculation in commodities and energy futures 
markets to higher margin requirements to revocation of important international agreements on cooperation with 
foreign regulators. They would drive needed speculative capital from our markets to other trading venues that are 
less accessible to U.S. regulators or generally less transparent. These proposals do not offer realistic responses to 
markets that are global and linked more and more everyday by nano-second trading technology. 

Commodities and energy derivatives markets (including both over-the-counter and exchange traded) 
provide a valuable means by which businesses and individuals can hedge the risk of adverse movements in 
commodity prices. America’s derivatives exchanges are the largest in the world, and, in recent years, both on and 
off exchange derivative activity in the U.S. has seen tremendous growth. 

These markets are composed of both “hedgers,” who are persons seeking to hedge some sort of financial or 
other risk, and “speculators,” who are persons willing to lake on that risk in the hope of making a profit. Some 
hedgers seek to mitigate the risk of price increases and others seek protection from prices falling. Thus hedgers can 
be found on both sides of the market. Similarly, speculators are not uniformly buyers or sellers in the market, but 
can also be found on both sides of the market. Speculators perform a very important market function in providing 
liquidity to the market, making it possible for hedgers to efficiently enter and exit the market and reducing the bid- 
offer spreads and the transaction costs of all market participants. Both hedgers and speculators are needed for a 
market to serve its price-discovery function. 

Unfortunately, some have confused speculation with manipulation or other abusive market practices. 
Blaming speculation or any specific trading practice for rising or falling commodity and energy prices without real 
evidence of wrongdoing is misguided. Those kinds of charges create the very real possibility that speculators will 
choose to abandon these markets and use their investment dollars elsewhere. Such an exodus threatens the healthy 
functioning of the markets and the economy. 

Our futures markets and commodity regulators already have and utilize significant regulatory authority in 
the form of speculative position limits, large trader reporting requirements, and special call authority, as well as 
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market surveillance resources and enforcement powers to prevent, detect and prosecute attempted manipulations. 
With regard to energy prices in particular, Congress has been active in recent years establishing new authority for a 
number of federal regulators. For instance in 2005 Congress increased the authority of the Federal Energy 
Regulatory Commission to pursue wrongdoing in the markets for electricity and natural gas as part of the Energy 
Policy Act- In 2007 Congress gave the Federal Trade Commission authority to pursue fraud and manipulation in the 
wholesale market for petroleum products as part of the Energy Independence and Security Act, And just last month 
Congress substantially increased the Commodity Futures Trading Commission’s oversight and regulation of 
electronic commercial markets as pait of the Farm Bill. 

In addition to allegations of excess speculation, some have focused on the role of institutional investors in 
commodity and energy prices. These include investors such as public and private pension funds, investment 
companies, and commodity index tracking funds. These investors allow average middle class Americans to hedge 
the risk of rising prices by giving them exposure to commodities, which serves as a hedge against inflation risk. 
Because of the ability, for example, to protect persons such as retirees or prospective retirees from seeing their assets 
decline, these types of investments have increased in popularity in recent years. 

Some have confused these trading opportunities with rising commodity prices, and sought to limit the 
ability of institutional investors to access derivatives. If successful these efforts would substantially harm the ability 
of Americans to protect themselves against inflation and would wrongly limit their investment options in general. 
Before Congress takes any action to limit the ability of average Americans to protect themselves from inflation in 
this way, it should make certain that the alleged adverse market effects of these kinds of investments have a real 
basis in fact. 

We applaud Congress’ efforts to explore abusive market practices. We fully support efforts to ensure 
America’s commodity markets remain fair, liquid and competitive. To that end we endorse efforts to increase 
funding for the CFTC. However, we strongly urge caution when it comes to the reform of these markets. Hastily 
enacted initiatives threaten to undermine these markets at the very time they are most needed and damage them to 
the detriment of both America’s financial competitiveness and our overall economic health. Congress should take 
great care to ensure that the unintended consequences of any proposed market reforms will not outweigh any 
potential perceived benefits. A careful, studied and measured approach is critical to these efforts. 

Thank you for your consideration. 


Sincerely, 

International Swaps and Derivatives Association 

Futures Industry Association 

Managed Funds Association 

Investment Company Institute 

Securities Industry and Financial Markets Association 


The Financial Services Roundtable 
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ICE restrictions cold comfort for FSA 

By Jeremy Grant 

PuDiistied: June 20 2008 03-00 | Last upOaied. Jur« 20 2006 03;00 

Stjart Fraser, head of policy at the City of London Corporation, says he is ’not overly 
incensed" by moves unveiled this week by US federal regulators to change Ihe way London's 
oil market is regulated. 

Bui to judge by the language he has been using to delend London’s reputation, it is hard to see 
why, having used phrases such as "American imperialism'. 

A handful of US senators are convinced that London is a hotbed o1 speculation in oH markets 
and that traders might be using London's less tightly regulated markets tospecidate in a way 
that is contributing to record oii prices. 

That pressure has forced the Commodity Futures Trading Corr.mis^n, the US watchdog, to 
ask tl^ US-based InterContinental Fxcharyge to put greater limits on the positions traders cart 
take in the benchmark West Texas Intermediate crude oil contact on its London-based 
subsidiary, ICE Futures Europe. 

The move, to which tCE has agreed, brings ICE in line with position limit rules in pbee for 
trading a similar contract on the New York Mercantile Exchange. 

The move has provoked protest from the City of London Corporatiori. which sees the long arm 
ot US regulation extending across the Atlantic - over the head of the Financial Services 
Authority. 

Mr Fraser says his language was a 'deliberately provocative statement* to get people’s 
afiention. "If was to say 'we are watching things, and it a bunch of senators want to gel rode 
about the FSA, that's fine, but don't interfere in our market'.’ 

in practical terms, users of London’s markets are unlikely to lose much sleep over the change. 

Hugo Jenkins, managing director of the Futures and Options Association, says: Tm not 
convinced myself that these changes are going to have a sigrtificant detrimental impact oct 
volume levels going through ICE." 

Some in London argue that the changes would drive trading away to even less regulated 
markets, such as Dubai. 

That is unlikely, since the Dubai Mercantile Exchar^ge - pad-owned by Nymex • also plans to 
apply the same position limits "If and when we list a WT! coniracr. accordirtg to Jim Newsome. 
Nymex president. 

But the political dimensions of the ruckus threaten to damage rnore than a year of efforts by 
US regulators to build better relations with their foreign counterparts. 

The Securities and Exchange Commission, the CFTCs sister regulator for securities, is 
pushing a system of 'mutual recognition' with other like-minded regulators to make 
crossbofder enforcement more seamless. 

And while the FSA has a good working relationship with the CFTC. US politicians have an 
sasy target as long as the UK watchdog approaches oil market oversight differently from the 
CFTC. 

It pursues alleged fraud and manipulation in US energy markets through civil errforcemerrt 
actions. Its biggest case came last year against BP, the UK energy group. 

The FSA has a staff of 50 in 'market monitoring". It has two fitil-time supervisors to 'ensure the 
regulatory requirements imposed on iCE Futures Europe are satisfietT. 

Vet it operates a different system of "credible deterrence" of wrongdoing by engaging in a 
dialogue with market participants. Since the FSA's creation in 1997, it has brought no civil or 
criminal cases in energy markets. 

Michael Greenberget, professor of law at the Universify ot Maryland, says: 'No matter how you 
slice and dice it, (the CFTC] has brought many more enforcement actions.’ 

ICE is likely to bring about the change to its oversight through a 'nrte chartge". The FSA must 
now decide whether to put the change out tor market consultation - or to consider whether it 
has grounds to veto the change, under the ’Balls clause", introduced by the UK pariiamentto 
ring-fence the City from unwanted US regulation. 

The FSA said: "We are wailing for ICE to tell us how the rule will look. This (the veto] isn't lop 
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Prepared Testimony of 
Philip K. Verleger, Jr. 

PKVerleger LLC 
1 5 W. Francis Street 
Aspen, Colorado 81611 

to 

The Permanent Subcommittee on Investigation of the U.S. Senate 
Committee on Homeland Security and Governmental Affairs 
and 

The Subcommittee on Energy of the U.S. Senate 
Committee on Energy and Natural Resources 

December 1 1 , 2007 


Mr. Chairman, members of the Subcommittee on Investigation and the Subcommittee on 
Energy, it is my pleasure to discuss today developments in world oil markets. In my tes- 
timony, I will briefly describe the market changes that have occurred this year and then 
explore some of the widely cited explanations for these changes. My analysis leads to the 
following conclusions. 

First, the rise in light sweet crude prices to almost $100 per barrel in November came 
about because the U.S. Department of Energy has been removing a significant share of 
the daily volume of this type of erude from the market for storage in the Strategic Petro- 
leum Reserve. The volumes have amounted to as much as 0.3 percent of the global 
supply of light sweet crude available. DOE’s actions may have added as much as 
1 0 percent to the light sweet crude price, given the very low estimated price elasticity of 
demand for crude and the likely even lower price elasticity of demand for light sweet 
crude. This conclusion is supported by the fact that producers of sour crude oils such as 
Saudi Arabia have had to institute price cuts of as much as $10 per barrel for sour crude. 

Second, prices have been pushed higher because private firms have been reducing inven- 
tories. Over the last six months, U.S, refiners liquidated as much as 50 million barrels of 
crude oil stocks. This liquidation occurred because holding stocks was no longer profita- 
ble. The decline in profitability can be traced to the turmoil in financial markets and to 
greater sophistication on the part of investors who acquire commodities as an asset class. 
The change in profitability makes it almost impossible for OPEC to inject additional oil 
into inventories owned by private companies even if commanded to do so by the Secre- 
tary of Energy and the International Energy Agency’s Executive Director. 

Third, light sweet crude demand has been boosted by new environmental regulations re- 
quiring the removal of almost all sulfur from diesel fuel sold in the United States, Cana- 
da, and Europe. The need to manufacture diesel containing less than 10 parts per million 
of sulfur for sale to motorists and truckers — and soon other diesel users — creates an op- 
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erating hurdle for refiners that is more easily met with low-sulfur crudes. This has created 
added demand for light sweet crude. 

Fourth, the price rise cannot be explained by international events such as the dispute be- 
tween Turkey and the Kurds or concern over Iran’s nuclear program. To the contrary, the 
international scene has become calmer, as demonstrated by the declining American ca- 
sualty rate in Iraq. All things being equal, prices would have decreased if the only recent 
change was one experienced in the international arena. As I suggest below, there is no 
risk premium for crude. 

Fifth, the current oil price increase has not been spurred by speculation. 

I conclude by suggesting that Congress and the Bush administration could change the 
current market environment by altering the management of the strategic reserve. A policy 
where storage of sour crudes is accelerated and stocks of light sweet crudes sold off 
would allow the United States to fill the strategic reserve faster and relieve some, if not 
all of, the upward pressure on crude prices. Ultimately, this strategy would leave the U.S. 
SPR with a billion or more barrels of sour crude that almost all refiners could process. 
However, it would also require relaxing certain EPA regulations during a severe emer- 
gency, as was done after Hurricane Katrina. 

Background 

Oil prices in 2007 closely tracked oil prices in 2006 through the first eight months of the 
year. As can be seen from Figure I (page 3), there was almost no difference in prices be- 
tween 2006 and 2007 from February 1 to August 15. 

I should note that the WTI prices shown in Figure 1 for January 30, 2007, through July 
25, 2007, are not the cash prices published by Platts or Petroleum Argus. Rather, they 
were generated by taking Dated Brent prices and adding the traditional spread between 
WTI and Brent of $ 1 per barrel. The adjustment is required because the Cushing WTI 
market faced a unique and very local problem from February to July due to a fire that 
closed Valero’s McKee refinery. The McKee refinery is located near the West Texas 
fields and historically has processed West Texas Intermediate crude. For the managers of 
that refinery, WTI is not just a paper concept, it is real oil. When fire shut the refinery, 
Valero reversed a pipeline, injecting more light sweet crude into Cushing and depressing 
WTI prices by as much as $8 per barrel relative to Brent. 

I will add that such market anomalies are not unusual. Wyoming produces a very sweet 
crude that, due to logistical constraints, goes only to refineries in Colorado and Wyom- 
ing. Normally, Wyoming Sweet trades at prices close to WTI. However, in 2006 Wyom- 
ing Sweet traded at a discount of as much as $30 per barrel to WTI when a large refinery 
in Colorado was closed for maintenance. 
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The message to take 
from Figure 1 is that 
2006 and 2007 mar- 
kets were very simi- 
lar until mid-August. 

After August 20, 
though, markets 
changed. Figure 2 
captures the magni- 
tude of the shift. The 
graph shows the dif- 
ference between 
prices in 2006 and 
2007, By my reckon- 
ing, the recent price 
increase ranks as one 
of the three or four 
largest jumps in 
crude prices over a 
short period of time 
in the last 30 years. 

The other increases 
of a similar magni- 
tude occurred during 
the Iranian Revolu- 
tion, Iraq’s invasion 
of Iran a year later, 
and Iraq’s 1990 inva- 
sion of Kuwait. The 
current increase is 
that large. 

With this back- 
ground, it is impor- 
tant to ask what hap- 
pened to oil markets. 

In other words, what 
factors can explain 
the sudden price rise that puts 2007 on par with 1979, 1980, and 1990? 

International turmoil does not explain the price rise. 

Economic historians looking at these markets 1 5 or 20 years from now will no doubt be- 
gin by trying to find international events that could have triggered the 2007 price rise. 
They will find a few tidbits. For example, market analysts rushed to cite Turkey’s threat 


Figure 1 

Daily WTI Prices in 2006 and 2007* 


Dollars per Barrel 



Note: WTI priCAS between January 30. 2007, and July 25. 2007, have been 
adtusted to remove the impact ol a Valero refinery fire {see text). 

Source Ratts. PKVerteger LLC. 


Figure 2 

Difference between WTI Prices in 2006 and 2007 


Dollars per Barrel 
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to invade the Kurdish area of Iraq as an explanation. Others pointed to rising tensions be- 
tween the United States and Iran as a cause. 

However, these explanations simply do not hold. Turkey’s threat to invade Iraq is not on 
par with Iraq’s invasion of Iran. It’s not even close. Furthermore, the tensions between 
the United States and Iran cannot explain an almost 50-percent hike in crude prices. No, 
the typical blaming of international events does not work this time. 

I will go further. Often, one hears analysts speak of a risk premium in oil prices. Today, 
there is no risk premium. Indeed, I doubt there ever has been a risk premium in the price 
of oil. 

Growing demand in India and China also docs not explain the price rise. 

Future economic historians seeking to explain the 2007 price increase will likely turn to 
the prospective consumption growth in China and India as a reason for the oil price surge 
that began in August Some will no doubt find that the prospect of smaller increases in 
output from countries such as Venezuela, Russia, and Kazakhstan added further upward 
pressure to prices. 

These arguments will have great appeal. However, they will fail again because no great 
revelation regarding China, India, or Russia appeared in August 2007. The Energy In- 
formation Administration (EIA), the International Energy Agency (lEA), the National 
Petroleum Council, and others have been issuing warnings regarding these countries for 
years. While new information keeps emerging gradually, nothing startling came out this 
summer. Hence, it is hard to attribute the sudden price boost to oil buyers waking up to 
the fact that the global economy was expanding and oil use was rising. 

One cannot attribute the price rise to a global crude oil shortage. 

It may surprise many to discover that some oil producers have had a difficult time selling 
their crude this fall. One indication of their problems can be seen in the differential be- 
tween crude oil sold by Saudi Arabia and WTI. Saudi Arabia prices the crude it sells to 
U.S. customers off WTI prices. Each month the Saudi oil company, Aramco, aimounces a 
differential to WTI for firms buying Saudi crude for delivery to the United States in that 
month. For example, buyers lifting Arab Light Crude from Saudi Arabia this month will 
pay the WTI price that prevails 50 days from now less SI 1 .65. (The delay allows for the 
oil’s transit time from Saudi Arabia to the United States.) Aramco adjusts this differential 
every month to reflect changes in market conditions. 

As can be seen from Figure 3 (page 5), the differential set by Saudi Arabia for oil loaded 
in August was $2.15 per barrel. Five months later, the Saudis boosted the discount to 
$1 1,65. As every shopper knows, discounts do not deepen when supplies are tight. Ra- 
ther, they increase when goods do not sell. Apparently, Saudi Arabia has been having 
trouble selling its oil. 
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The repeated hikes in 
the Saudi discount 
seem to undercut the 
calls for OPEC coun- 
tries to boost produc- 
tion coming from 
energy officials, such 
as Secretary Bod- 
man, in consuming 
countries. The cuts 
suggest a seller — like 
a department store — 
trying to move unat- 
tractive product. 


Speculation does 
not seem to explain 
the price rise. To 
the contrary, 

“speculation” may 
have declined as prices rose. 

Speculators have been the villains in commodity markets for over 100 years. Williams 
notes the frequent attack on speculators in agricultural markets in a number of his pa- 
pers.' Even today, one hears again and again of farmers complaining about speculators. 

However, to blame speculators is to blame “the man behind the tree,” the man who is not 
really there. (Senator Russell Long of Louisiana often used this line: “Don’t tax me; don’t 
tax you; tax the man behind the tree.”) Many of market participants who might be de- 
scribed as speculators are really investors — individuals or funds trying to earn a return for 
themselves or constituents sueh as retirees. Over the last two decades, an extensive litera- 
ture on commodities as an asset class has emerged. Experts on finance assert that com- 
modities are an asset elass and suggest that investors diversify their portfolio between 
equities, debt, and commodities. Some large pension funds have gone further. The Cali- 
fornia Public Employees Retirement System, for example, puts a portion of its assets in 
physical commodities, and Harvard owns forests in its endowment. 

Many investors put money into commodities by purchasing futures, prompted by research 
that shows that commodity futures outperform equities in firms that own energy and oth- 
er commodity resources. These investors have been guided by academics such as Gary 
Gorton and Geert Rouwenhorst.^ Last December, OPEC and the EU convened a meeting 
of experts to discuss the impact of this development. I and four other U.S. citizens were 


Figure 3 

Discount Offered for Arab Light Purchased FOB 
Saudi Arabia for Delivery to U.S. Gulf Coast 

Dollars per Barret 



Source Plaits. Pelroleunt Argus 


' See, for example, Jeffrey C. Williams, The Economic Function of Futures Markets (Cambridge, England: 
Cambridge University Press, 1985). 

^ Gary Gorton and Geert Rouwenhorst, “Facts and Fantasies about Commodity Futures,” Financial Ana- 
lysts Journal 62, No. 2 (2006). 


5 




955 


invited to speak. Tragically, no official from the U.S. government joined representatives 
from the lEA, the EU, OPEC, and various governments of OPEC and EU members. 

However, the Commodity Futures Trading Commission (CFTC) has noted the emergence 
of commodities as an asset class. Begitming in January, the CFTC has reported data on 
agricultural futures contracts held by investors. These data allow one to estimate the 
money invested in commodities — and the money invested in oil futures. In Figure 4, 1 
show the total amount invested in commodities by this new group of participants. The 
approach used to back into the calculation is explained in Appendix A, which reproduces 
a report I issued in January. 

Figure 4 shows the amount invested in commodities has increased from $100 billion in 
January to $170 billion at the end of November. Note that most of the growth occurred 
before the middle of August, that is, before crude prices started their remarkable rise. 


The CFTC data also 
allow one to calcu- 
late the percentage of 
open interest in crude 
oil or petroleum 
product fumres con- 
tracts held by inves- 
tors in these com- 
modities. (Again, the 
basis of the calcula- 
tion is explained in 
Appendix A.) Fig- 
ure 5 (page 7) shows 
the movement of this 
percentage from be- 
ginning of the year. 

Note that the share 
rose during the early 
summer and then de- 
clined from the end of September. This suggests that commodity investors had a dimi- 
nishing influence on oil prices as prices rose. This is hardly the empirical result one 
would expect if speculators were really causing the price increase. 

Lastly, we show in Figure 6 (page 7), the rise and fall in open interest in the three prin- 
cipal crude oil futures contracts: NYMEX Light Sweet Crude (also referred to as WTI), 
ICE Light Sweet Crude, and the International Petroleum Exchange Brent Crude contract. 
The graph extends from 1991 to November 20, 2007. Data are shown as of each Friday. I 
note that open interest peaked at the end of September at almost three million contracts 
and has since dropped to 2.5 million contracts. The decrease in October and November is 
hardly consistent with a hypothesis that attributes the price rise to speculation. To the 
contrary, the data seem to exonerate speculators. 


Figure 4 

Estimated Amount Invested in the Two Principal 
Commodity Futures Asset Instruments 


Billion Dollars 
200 - 
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Changes in 
expectations do not 
explain the price 
increase. 


Expectations often 
determine the 
actions taken in 
markets. For 
example, owners of 
a nonrenewable 
resource may be 
willing to produce 
for $10 if prices are 
expected to be $10 
in five years. On the 
other hand, they will 
be disinclined to 
produce today if 
prices in five years 
are expected to be 
$100. Instead, they 
may well sell future 
production for $100 
and wait. In such 
circumstances, 
consumers will bid 
up current prices to a 
level that will 
encourage output if 
the production is 
needed. 

Markets today show 
good indications of 
expectations. Share 
prices of royalty 

trusts, for example, tend to provide a useful guide to changes in expectations because 
buyers are paying for a stream of income represented by payments for oil. Under specific 
circumstances, the share prices of these instruments represent an unbiased view of the 
likely trend in future prices. Furthermore, increases in these share prices will indicate 
changes in expectations that may require increases in cash prices. 

One widely observed instrument is the BP Prudhoc Bay Royalty Trust (BPT). The trust 
was created in 1989 by BP. Its shareholders receive 16 percent of the first 90,000 barrels 
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per day of royalty production from the Prudhoe Bay Unit. Movement in share prices 
measures the shifts in market expectations of future oil prices. Empirical research has 
demonstrated that predictions derived from the trust have been systematically more 
accurate than projections generated by other approaches, including those employed by 
DOE. This finding is not surprising because those investing in the trust have more at 
stake financially than model builders do. 

Figure 7 shows the daily movement in the BPT share price from January 2006 through 
November 28, 2007. Inspecting these data reveals the absence of any real trend. While 
detailed modeling of the trust suggests investors expect prices to be slightly higher in, 
say, 2020 than they did a year ago, the changes are probably within the margin of error. 
The basic message, then, is that expectations regarding the long-mn oil price have not 
changed much. 

This finding may 
come as a surprise. 

Recently, the 
International Energy 
Agency issued a 
warning regarding 
future supply-and- 
demand imbalances 
in conjunction with 
the release of its 
2007 World Energy 
Outlook. The study’s 
clear implications 
were that lEA 
economists had 
much different and 
higher expectations 
for future prices in 

2007 than they did in 2006. Investors do not seem to have reached such a conclusion. As 
can be seen from Figure 7, BPT share prices have been stable. 

Oil company decisions to liquidate stocks may have exacerbated the oil price rise 
somewhat. 

Inventories are the most misunderstood economic phenomenon in the energy business. 
Time and again, one reads statements by energy policy officials commenting on low 
stocks. Invariably, these officials call on OPEC to boost output so stocks will rise. The 
economic ignorance displayed in these appeals is appalling. 

My favorite quote appeared in November. While attending the World Energy Congress, 
U.S. Energy Secretary Bodman called on OPEC to boost oil production. As the Novem- 
ber 13 Financial Times reported, “Samuel Bodman, the U.S. energy secretary, urged 


Figure 7 

Share Price of the BP Prudhoe Bay Royalty Trust as an 
Indicator of Expections of Long-Run Oil Prices 


Dollars per Share 
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OPEC on Tuesday to raise production at its weekend summit. He said the price of oil was 
at such high levels in part because developed countries’ stocks were below their five-year 
averages.”^ The story then continued: 

But Mr, Bodman told reporters at the World Energy Congress in Rome: “I 
have asked that that be reconsidered. 1 have asked them to increase 
production.” He said he was trying to draw OPEC’s attention to the fact 
that the inventory numbers were “troubling.”'* 

Bodman’s statement makes it sound as if commcreial inventories will increase if OPEC 
boosts production. But doesn’t something else have to happen for this to occur? Don’t 
companies have to agree to buy the oil? Suppose, given the current financial crisis, that 
companies choose not to buy the oil? What happens then? 

The data demonstrate that companies accumulate incremental stocks oil only if it is 
profitable to do so. Since May, it has not been profitable. Since May, companies have 
been dumping stocks. This story is told with two charts. 

Figure 8 shows data 
on “returns to 
storage” for crude in 
2006 and 2007. 

Returns to storage 
will be a new 
concept here 
because, to my 
knowledge, neither 
the Energy 
Information 
Administration nor 
any other 

organization follows 
the idea. However, 
the concept goes 
back to John 
Maynard Keynes, 
who, whatever his 

other vices, was one of the world’s great commodity traders. Returns to storage measure 
the financial return earned by purchasing a physical unit of a commodity, selling a future 
for delivery at a later date, and storing the commodity. If, for example, one buys crude for 
$50 per barrel and sells a future for delivery a year hence at $100 per barrel, one earns a 
return of 1 00 percent. The trade, referred to as cash and carry, can be very profitable. 


Figure 8 

Crude Oil Returns to Storage Adjusted 
for the Cost of Money 


Percent at Annual Rates 



^ Ed Crooks and Javier Bias, “U.S. Urges OPEC to Raise Production,” Financial Times, November 13, 
2007. 

Crooks and Bias. 
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Rumor has it that Keynes once filled the basements of several colleges with wheat when 
the returns were really high. 

Figure 8 shows that returns to storage for crude oil were positive through the second half 
of 2006 and the first half of 2007. Since the end of May 2007, though, returns have been 
negative, Logically, one would expect stocks to have accumulated during the second half 
of 2006 and the first half of 2007 and then be liquidated from June 2007 forward. 

The data on inventory accumulation and liquidation confirm this hypothesis. Figure 9 
shows that stocks tend to rise with positive returns and decline when returns are negative. 
Figure 9 shows the 
deviations of U.S. 
inventories from 
trend from 1 990 to 
2007. (Note: during 
this period, we have 
observed a steady 
decline in the 
“normal” level of 
inventories held by 
commercial firms. 

This decrease is 
explained by 
improved operating 
efficiencies in the 
sector.) 

As can be seen from 
Figure 9, stocks 
decline when returns 

fall below zero while tending to rise when returns are positive. The explanation for this 
effect is quite simple. Financial officers of firms holding oil stocks have a wide number 
of options. They can invest their cash in commercial paper. Treasury bills, or inventories. 
They can even borrow to acquire additional stocks. Their decisions are driven by the 
returns offered by various instruments. 

This finding, while intuitively obvious, seems to have escaped many who follow the oil 
market. Recently, though, the financial market’s effect on oil and the rest of the economy 
has become painfully apparent. In particular, the subprime crisis has caused many lenders 
to withdraw from the commercial paper market. In turn, the cost of borrowing has 
increased, raising the cost of holding oil stocks. At the same time, buyers who had lifted 
forward prices to a premium over cash prices have liquidated positions, in part to obtain 
cash. This has made it expensive to hold inventories and so stocks have dropped. 

Econometric research on the relationship between inventories and price spreads suggests 
the stock reduction caused by the financial crisis may have added a dollar or two to crude 


Figure 9 

Deviation from Trend of Commerclaliy Held Crude Stocks, 1990 
to 2007, vs. Returns to Storage Adjusted for the Cost of Money 

Crude Stocks (MiHion Barrets) Returns to Storage (% at Annual Rates) 



Souice: PKVcflegef LLC 
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prices. In other words, the stock decline tied to the financial problems explains a small 
part of the S30 price rise. 

Conclusion: The rapid climb in oil prices since August cannot be explained by any 
of the traditional factors. 

International events certainly did not push prices higher. If anything, they forced prices 
lower. Expectations of strong future growth in consumption did not change markedly 
after August and thus also must be rejected as a cause of the price rise. 

Speculators also do not seem to have played a role in the run-up from $70 to $98 per 
barrel. Passive investors who buy commodities as an alternative asset class may have 
reduced ownership of oil as prices rose if they maintained a diversified portfolio and 
followed the formulas recommended by Goldman Sachs or the managers of the Dow 
Jones-AIG index. Financial turmoil since August would have further discouraged 
investors. 

Expectations regarding future oil prices also did not change significantly. 

Only shifts in inventory management and option hedging could have contributed to the 
price rise. But these influences certainly cannot explain a $30-per-barrel increase. Indeed, 
it is difficult to ascribe more than $5 of any increase to these factors. 

By deduction, then, the cause of the increase must lie elsewhere. The one and only 
significant change was DOE’s decision to begin filling the Strategic Petroleum 
Reserve. 

After more than a year and a half of inaction, the Department of Energy renewed its 
program to fill the SPR. On August 23, 2007, DOE acquired 97,973 barrels of light sweet 
crude. Deliveries continued through November, with 5.2 million barrels of crude 
delivered. An additional 2.2 million barrels were projected to be delivered in December 
and January. 

The mix of crude going into the SPR was approximately 33 percent sweet and 66 percent 
sour. Table 1 (page 12) presents the details, including type of crude, month of delivery, 
and total. 

As can be seen from Figure 10 (page 12), the oil volumes held in the SPR have increased 
sharply. The fluctuations in the amounts stored correspond to the surge in crude prices. 
Indeed, reviewing the history of 2006 and 2007, DOE’s action appears to be the single 
major activity that differentiated 2007 from 2006. Yet despite the evidence, DOE has 
continued to deny responsibility for the price rise. Indeed, Secretary Bodman seems to 
have a penchant for belittling such claims without bothering to examine the facts. 
Recently Platts quoted him as calling “the current fill rate, which moves an average 
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55,000 b/d of royalty-in-kind oil into the reserve, ‘modest.”’ The Secretary also said, ac- 
cording to Platts, that the fill program ‘“does not materially’ lift the price of oil.”^ 


Table 1. Rate of Fill for the U.S. Strategic Petroleum Reserve, August 2QQ7 to January 2008 


Aug 2007 
Sep 2007 
Oct 2007 
Nov 2007 
Dec 2007 
Jan 2008 

Total 


Sour Crude 
(Barrels) 

1,895,017 

547.018 

1.103,514 

2 , 000,000 


5,545,549 


Sour Crude 
(Barrels 
per Day) 

63,167 

17,646 

36,784 

64,516 


40,776 


Sweet Crude 
(Barrels) 
166,273 
472,749 
781,375 
278,779 
1 , 000.000 
250,000 

2,949,176 


Sweet Crude 
(Barrels 
per Day) 
11,085 
15,758 
25,206 
9,293 
32,258 
8,065 

21,685 


Sulfur 
Content 
of Sour 
Crude (%) 

1.26 

1.37 

1,05 

1.46 


Sulfur 
Content 
of Sweet 
Crude (%) 
0.37 
0.34 
0.34 
0.28 
0.32 
0.28 


Rate of Fill - 

January 

through 

June 2008 39,200 


Source: Communication from Committee Staff from data supplied by U.S. DOE. 


The Secretary’s 
statement might be 
correct if DOE were 
adding only sour 
crude to the reserve. 

Sour crude, as noted 
above, is in surplus. 

However, more than 
a third of the oil 
added to the SPR is 
light sweet crude. 

Today, sweet crude 
constitutes less than 
one quarter of the 
world’s supply and 
probably less than 
one half of this 
production is 
available to the 

market. Thus DOE is taking more than a “modest” amount of the available sweet crude 
from the market. Indeed, the market impact may be significant given the very low price 
elasticities of demand for crude, especially light sweet crude. 


Figure 10 

Crude Stocks Held in the U.S. Strategic Petroleum Reserve 
in 2006 and 2007 

Millian Barrels (Weekly Data) 



The empirical impact of DOE’s actions on light crude prices depends on several factors, 
including 


’ Platts Global Alert, November 8, 2007, 
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• The size of the market for sweet crude, 

• The ability of consumers to substitute sour crude for sweet crude, and 

• The price elasticity of demand for sweet crude. 

The size of the sweet crude market may be as large as 20 million barrels per day or as 
small as five million barrels per day. Figure ] 1 shows the distribution of the global crude 
market by sulfur content. The data are taken from the Energy Intelligence Group’s 
International Crude Oil Market Handbook. As can be seen from Figure 1 1, EIG 
identified a total of 20 million barrels per day of global production as having a sulfur 
content of 0.5 percent or less. It is this output — and not total world production — that must 
be used to measure market size. 


However, a 
significant portion of 
the 20 million barrels 
of light sweet crude 
production is 
captured under long- 
term supply 
arrangements and 
thus not available to 
DOE or to the firms 
that might want to 
replace the light 
sweet crude they 
would have 
otherwise received 
had DOE not acted. 

Some light sweet 
crude is produced in 
China, for example, 

and stays in China. Some light sweet crude is tied permanently to Asian consumers, while 
other volumes are linked directly to European refiners. Thus the pool of oil from which 
DOE is pulling may be smaller than five million barrels per day. This means DOE may 
be taking between 0. 1 and 0.5 percent of the light sweet crude from the market. 

This supply cannot be replaced. Middle Eastern countries can raise production of sour 
crude to compensate for increased demand tied to the SPR filling. There is, in contrast, no 
surplus capacity to produce light sweet crude. DOE is shrinking the market. 

The price impact of removing light sweet crude from the market depends in part on the 
ability of refiners to replace sweet crude with sour crude. In theory, refineries are 
flexible. The best ones should be able to substitute crude oils with higher sulfur content 
for the lost supplies of sweet crude. However, new regulations limiting the sulfur content 
of diesel fuel bring this assumption into question. Recent reports by the International 


Figure 11 

Cumulative Distribution of Global Crude Production In 
2006 as Reported by Energy Intelligence Group 


Production Volume {Million Bairels per Day) 



Sulfur Content (Percent) 

Soitrce: energy Intelligence Group 


13 




963 


Energy Agency suggest these requirements make it much more difficult for refiners to 
substitute sour for sweet crude. In particular, desulfurization units at refineries often limit 
the amount of product that can be made. This means product volumes are lost when sweet 
crudes are removed from markets. Regulations requiring the reduction of sulfur in diesel 
fuel appear to impose especially severe constraints on refiners. 

Reftners and traders have stated privately that light sweet crude is particularly valuable 
given new regulations limiting the sulfur content of gasoline and diesel fuel. However, 
other than a few mentions in the lEA Monthly Oil Market Report, very little has been 
written on the intrinsic value of light sweet crude. 

In one private arbitration, refining engineers explained that light sweet crude was of 
particular value because it could be taken to the distillation unit directly and thus did not 
clog units that pretreated heavier, sourer crudes. In addition, the engineers explained that 
more crude could be processed and more product could be made in facilities where 
desulfurization or hydro-treating units constrained total refining operations. I have yet to 
find citations explaining these claims in detail, although I have read such statements 
made under oath in legal proceedings. 

The price impact of removing light sweet crude from the market price depends on the 
price elasticity of demand for crude oil Professor Nordhaus recently published an 
estimate of the price elasticity of demand for crude of -0.04.*’ This elasticity is measured 
in regard to refiner demand for all crude oil. Because light sweet crude oil has special 
properties, the price elasticity of demand for light sweet cmde may be lower, say, -0.02. 
The latter elasticity implies that a one-percent reduction in the light sweet crude supply 
would require a price increase of between 25 and 40 percent to balance the market. 

As noted above, we calculated that DOE’s SPR action has taken between 0.1 and 0.5 
percent of the sweet crude supply from the market. Using the elasticities given earlier, 
one can estimate that DOE’s actions added between five and 20 percent to the price of 
oil. On average, it appears that DOE’s SPR program probably added $10 per barrel. 

Option hedging may have magnified the price rise. 

The November 29, 2007 New York Times carried a detailed report on airline fuel hedging 
practices. In one of the few good articles on petroleum to appear in the Times in years, 
Jeff Bailey disclosed a secret that a few of us have known for a long while: Southwest 
Airlines has fuel management practices that are very different from all other airlines.^ 
Through hedging, Southwest has held its fuel cost to a $51-per-barrel basis in 2007, 

2008, and 2009, while other airlines are dealing with prices between 50 and 1 00 percent 
higher. Southwest’s hedges enabled it to book a profit on fuel of $429 million for the first 
half of 2007. The profit might jump to $1 billion in the second half of the year. 


William Nordhaus, “Who’s Afraid of a Big Bad Oil Shock,” Brookings Papers on Economic Activity 2, 
2007 (forthcoming). 

’ Jeff Bailey, “An Airline Shrugs at Oil Prices,” The New York Times, November 29, 2007. 
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Southwest achieved its position through the purchase of options: instruments that allow it 
to huy crude at the strike price ($5 1-per-barrel crude equivalent) if market prices are 
higher. Should prices fall hclow $51, though, Southwest is not obligated to act. 

Southwest is not the only firm to use options. Many large consumers and some specula- 
tors have purchased call options with strike prices between $60 and $100 per barrel, 
while several producers have hedged production by acquiring puts. Bailey repotted on the 
position of a number of airlines that had purchased calls at strike prices ranging from 
$62 per barrel (Alaska Airlines) to $99 (Delta). 

The institutions that write call options hedge their exposure to Southwest and others fol- 
lowing the same strategy: they purchase futures as prices rise. Thus as prices went from 
$70 per barrel on August 1 8 to $95 in early November, the financial institutions that had 
written these calls bought additional futures. Their buying helped to raise prices. 

Bankers refer to this process as “delta” hedging. The procedures and the effects are well 
known. Indeed, delta hedging was widely credited for a large fraction of the decline in 
copper prices that occurred in 1996 when Sumitomo’s effort to manipulate copper prices 
failed. Last year, delta hedging of puts written to oil producers seemed to accelerate the 
price decline. The action clearly exaggerated the decrease. I am relatively certain WTI 
prices would never have dropped below $65 per barrel early in 2007 (they actually went 
to $51) had they not been pushed down by delta hedging. 

The decrease can be 
seen from Figure 12. 

This graph shows ^ ^ « 

/. , Light Sweet Crude Pnees vs. Open Interest 

open interest in crude Crude Futures. Auaust 2006 to January 2007 

oil futures on the 
horizontal axis and 
price on the vertical 
axis.® Under the delta 
hedging hypothesis, 
one would expect to 
observe falling prices 
associated with 
rising open interest 
because the financial 
firms that had written 
put options would 
need to sell more 
futures contracts. 

Precisely such a 

relationship was observed. As can be seen from Figure 12, during the fall of 2006, there 
was a relatively close correlation between open interest and prices. In other words, delta 
hedging pushed prices down. 


In this graph, the open interest repre,sents the combined total of NYMEX and ICE contracts. 


Figure 12 

Light Sweet Crude Prices vs. Open Interest 
in Crude Futures, August 2006 to January 2007 
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The shaded area in Figure 12 represents a normal range. This is a calculated from a 
regression of prices on open interest. It shows a two-standard-devia tion range of the 
predicted price given open interest for the fall period. 

The link to delta hedging in the fall of 2006 was confirmed in discussions with traders. 
From time to time in markets, one reads or hears that large price moves on a single day 
were triggered by computer purchases or sales made by financial firms seeking to cover 
options written by the films to consumers or producers. 

This fall we have observed precisely the opposite effect. Figure 1 3 shows a scatter 
diagram of open interest and prices for the August to November 2007 period. Two 
normal ranges are shown. The first, at the bottom of the graph, is for the 
August/Septeinber period when call options w'ere being hedged for No vember. The 
second range at the top shows the normal range calculated for the hedging of December 
options during the Octobeiv'November period. Again, we note the shaded area. In 2007 
tlie curves ai'e upward sloping, suggesting it was calls, not puts being hedged. 

These data indicate 
that the price 
increases tied to 
doe’s purchases of 
sweet crude oil were 
magnified by option 
hedging. 

The market chaos 
caused by DOE’s 
filling of the SPR 
can only be 
mitigated if sour 
crude is added to 
the reserve. 

Regretfully, DOE 
will do the opposite 
in the first half of 
2008. 

I understand from Committee Staff that DOE will add 39,200 barrels per day of light 
sweet crude to the SPR over six months beginning in January 2008 under a contract 
announced in November. This rate doubles the rate of the oil being recovered over the 
last four months of 2007. 1 suppose 1 should w'elcome the announcement. However, 1 do 
not. 

Let me put the new.s in perspective. For the first half of 2008, DOE will take between 0.2 
and 0.8 percent of the tight svveet crude oil supply available to U.S. refiners off of the 


Figure 13 

Light Sweet Crude Prices vs. Open Interest 
in Crude Futures, August 2007 to November 2007 
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market. Applying the Nordhaus price elasticities, this action will boost crude prices 
between two and five percent. If the price elasticity of demand for light sweet crude is 
half of the Nordhaus elasticity, the price increase will be between five and ten percent. 

This price rise will be magnified by delta hedging of options. Indeed, one can expect 
prices to move well above $100 per barrel if the relationships suggested here hold. 
Extrapolation of this fall’s evidence could take prices as high as an unbelievable $120 if 
adult supervision is not brought to bear on DOE. The situation could be made even worse 
by the arrival of the gasoline season. As noted above and in more detail elsewhere, new 
environmental regulations place an extra premium on sweet crude in the spring and 
summer. It will be a disaster for motorists. I suspect it will also be a disaster for the U.S. 
economy. 

I hope events prove me incorrect. I hope my economic analysis is faulty. However, 
doe’s current action is needlessly risking the health of the U.S. economy. As an 
alternative, DOE could fill the reserve with sour crude oil, that is, crude having sulfur 
content above one percent. In theory, DOE could sell sweet crude while acquiring sour 
crude. Given relative prices, DOE could acquire 12 barrels of sour crude for every 10 
barrels of sweet crude sold. Such a policy would accelerate the filling of the reserve and 
provide even greater protection to the U.S. economy in the event of a true catastrophe. 

Properly managed, such a policy would not affect product availability during a crisis. 
Instead, in the event of troubles, certain environmental regulations could be relaxed to 
assure Americans of an adequate supply of product. For example, it might be necessary to 
allow diesel fuel sulfur standards to rise to 200 parts per million. 

While some will criticize the necessity of modifying sulfur standards, I note that such 
changes may be necessary if hurricanes shut down several Gulf Coast refineries for a 
prolonged period, even if the SPR has sweet crude. It is well understood — but never 
stated — that fuel specifications have to be relaxed after a severe hurricane. 

Today, I would argue that the American economy and American consumers would be 
much better off if DOE changed the mix of crudes being added to the strategic reserve. If 
I am right, it could make the difference between seeing $60-per-barrel prices next 
summer and $120-per-barrcl prices. 

I thank the Committee for its attention. 
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Appendix A 

CFTC Data on Commitments of Traders: 

Statistics on Commitments of Index Funds’ 

On January 8, 2007, the CFTC issued new information on commitments of “Index 
Funds” in agricultural futures. These data provide a unique view into the size of the two 
largest passive long commodity funds, the Goldman Sachs Commodity Index (GSCI) and 
the Dow Jones- AIG Commodity Index (DJ-AIG). Based on a quick review of the data 
and the application of some simple algebra, we draw the following conclusions: 

The DJ-AIG index has roughly $40 billion invested in it. 

The GSCI has between $60 and $66 billion invested in it. 

Total investment in commodities is approximately $100 billion, which roughly 
matches published figures from other sources. 

The CFTC does not present information on index trading in metals or oils. However, one 
can back out rough estimates. As of Wednesday, January 3, 2007, it appeared that com- 
modity investors accounted for more than 20 percent of the long positions in WTI and 
Brent, more than 25 percent of the long position in the RBOB gasoline contract, and 
more than 35 percent of the long position in distillate heating oil. 

Background 

The CFTC explained the new data as follows: 

Supplemental Report - Based upon the information contained in the re- 
port of futures-and-options combined in the short format, the Supplemen- 
tal Report shows an additional category of “Index Traders” in selected 
agricultural markets. These traders are drawn from the Noncommercial 
and Commercial categories. 

Coming from the Noncommercial category are positions of managed 
funds, pension funds, and other investors that are generally seeking expo- 
sure to a broad index of commodity prices as an asset class in an unleve- 
raged and passively managed manner. Coming from the Commercial cate- 
gory are positions for entities whose trading predominantly reflects hedg- 
ing of over-the-counter transactions involving commodity indices — for 
example, a swap dealer holding long futures positions to hedge a short 
commodity index exposure opposite institutional traders, such as pension 
funds. 


^ Originally published as Notes at the Margin Supplement to January 8 Issue, January 9, 2007. 
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All of these traders — whether coming from the Noncommercial or Com- 
mercial categories — are generally replicating a commodity index by estab- 
lishing long futures positions in the component markets and then rolling 
those positions forward from future to future using a fixed methodology. 


Some traders assigned to the Index Traders category are engaged in other 
futures activity that could not be disaggregated. As a result, the Index 
Traders category, which is typically made up of traders with long-only fu- 
tures positions replicating and index, will include some long and short po- 
sitions where traders have multi-dimensional trading activities, the pre- 
ponderance of which is index trading. Likewise the Index Traders catego- 
ry will not include some traders who are engaged in index trading, but for 
whom it does not represent a substantial part of their overall trading activi- 
ty- 


We summarize the basic statistics from the new CFTC reports in Table 1. There we show 
the contract, 


the net posi- 
tion of index 
funds in the 
contract, and 
the percentage 
of open inter- 
est in the con- 
tract 

accounted for 
by index 
funds. 

Calculating 


Table 1 , Net Position of Index Funds in 12 Agriculturat Contracts 


Contract 

Wheat; Chicago Board of Trade 
Wheat: Kansas City Board of Trade 
Corn: Chicago Board of Trade 
Soybeans: Chicago Board of Trade 
Soybean OH: Chicago Board of Trade 
Cotton No. 2: New York Board of Trade 
Lean Hogs; Chicago Mercantile Exchange 
Live Cattle: Chicago Mercantile Exchange 
Feeder Cattle; Chicago Mercantile Exchange 
Cocoa: New York Board of Trade 
Sugar No. 11: New York Board ofTrade 
Coffee C: New York Board of Trade 



Net Position 

Index Traders 
as a 

Percentage of 

Total Open 

of index 

Total Open 

Interest 

Traders 

Interest 

513,744 

201,104 

39.1 

127.957 

29,963 

23.4 

1.962.900 

421,579 

21.5 

497,953 

129,727 

26,1 

287,650 

67,869 

23.6 

244,076 

82,389 

33.8 

180,870 

83,346 

46.1 

267,023 

94,995 

35,6 

30,462 

7,373 

24.2 

162,595 

13,666 

8.4 

786,586 

156,614 

19.9 

177,345 

36.982 

20.9 


the Size of Source: CFTC Su pplemental Report o n Commitments of Traders. 

Individual 


Funds 


The data published by the CFTC can be used to gauge the size of the two principal funds, 
the DJ-AIG and the GSCI, because neither fund contains all 12 agricultural commodities. 
For example, the GSCI contract includes Kansas City wheat and feeder cattle but the DJ- 
AIG does not. On the other hand, the DJ-AIG includes soybean oil while the GSCI does 
not. This means that one can gauge the size of each fund if one assumes there are no 
other index funds in the market. (This assumption is extreme because there is at least 
one other fund, the Deutsche Bank Index. However, it apparently is quite similar to the 
DJ-AIG.) 

If one makes this assumption, one can calculate the size of the index by determining the 
value of the index position in the futures contract unique to the index (for example, soy- 
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bean oil for the DJ-AIG) and then dividing this value by the percentage weight in the in- 
dex assigned to that commodity. For the DJ-AIG index, the calculation works as follows: 

Index funds held 67,874 soybean oil contracts on January 3. 

The value of the contracts on January 3 was roughly $1.2 billion. 

The DJ-AIG market share for the index was 3.1 percent. 

Thus the total size of the DJ-AIG index was approximately $39 billion (1.2 di- 
vided by ,031). 


A similar calculation for the GSCI yielded estimates of $59 and $66 billion. These mar- 
ket values were then tested against the other commodities. Specifically, we multiplied the 
estimated value of the GSCI index by the index weight for CBOT wheat and the esti- 
mated value of the DJ-AIG index by its weight for CBOT wheat. The sum of the two val- 


ues 92 percent of the esti- 
mated index investment in 
wheat. Percentages for the 
other commodities were 
generally between 95 and 
1 05 percent, although 
weights differed considera- 
bly, This test provides ini- 
tial confirmation that the 
sizes are roughly correct. 

Calculating the Market 
Share in Petroleum 


Table 2. First Approximation of the Share of DJ-AIG and GSCI in Principal 
Energy Funds 



Dollar 
Value of 

DJ-AIG 

GSCI 

Percent of 
Market 
Accounted 
for by 


Contracts 

Allocation 

Allocation 

Index 

Coniniqi;Jity 

IMillions) 

m 

m 

Investors 

Natural Gas 

$128,769 

7.1 

7.4 

5.6 

WTI 

$99,570 

10,6 

31,2 

23.1 

NY Harbor RBOB 

$9,747 

3.2 

2.4 

27.6 

NY Harbor Healing OK 

$14,909 

3,1 

8.0 

40.5 

Brent 

$33,343 


15,0 

27.0 

Gasoil 

$16,526 


4.4 

16.0 


Source; Weights taken from Alvin Ying el al., Commodity index Monitor, De- 
cember 2006; PKVerteger LLC . 


Our estimate of fund size was used to calculate the aggregate index positions in energy 
markets. The calculations are shown in Table 2. Column 1 shows the estimated value of 
the individual market (price multiplied by open interest on January 3, 2007). Colutrms 2 
and 3 show the share of total investment in the fund to the individual contract. Column 4 
shows our estimate of the total fund investment in the commodity as a percentage of the 
commodity’s value. 
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INTERNATIONAL 

BcralbSnbune 

Southwest Airlines gains advantage by hedging on long-term oil contracts 

By Jeff Bailey 

Wednesday, November 28, 2007 


CHICAGO: Southwest Airlines, in danger for much of this year of losing its quirky dominance over the 
U.S. domestic airline industry, could soon be standing, once again, head-and-shoulders above its 
competition. 

Better service? Happier and more productive workers? 

Not this time. The reason for Southwest's rapdly increasing advantage over other big airlines is much 
simpler: It loaded up years ago on hedges against higher fuel prices. And with oil trading above $90 a 
barrel, most of the rest of the airline industry is facing a huge run-up in costs, and Southwest is not. 

Southwest owns long-term contracts to buy most of its fuel at the equivalent of SSI-a-barrel oil through 
2009. The value of those hedges soared as cbI raced above the $90-a-barrel mark and they are now 
worth more than $2 billion. Those gains would mostly be realized during the next two years. 


Other major airlines passed on buying alt but the shortest-term insurance against high fuel prices, 
giving Southwest executives a mild case of schadenfreude. 

It's true," said Scott Topping, treasurer at Southwest and keeper of the hedges. "We're not sure what 
to root for," in terms of oil prices. Southwest is hurt, too. by higher fuel prices, but far less than 
competitors, giving the carrier a distinct advantage. 

Some other airlines, meanwhile, could start reporting losses as early as the current quarter, unless 
they are able to rapidly raise fares, said Roger King, an analyst at CreditSights. "Airlines were not 
made for $90 oil," King said in a report last week. 

Just last January, it was other airlines that were enjoying the prospect of Southwest's misery. As oil 
dipped down to about $52 a barret that month, it was looking like an airline with more than its share of 
problems. 

Traditional hub-and-spoke carriers like Delta Air Lines and Northwest Airlines had deeply cut their 
costs by running through bankruptcy and could now profitably compete on fares with Southwest. 
Moreover, because they could draw more business travelers with first- and business-class seating and 
other perks, hub-and-spoke carriers could bring in more revenue per seat than Southwest. 

Southwest also has the highest labor rates in the industry because it was the only big airline that had 
not demanded deep wage concessions from its workers. 

Gary Kelly, chief executive at Southwest, was the architect of the fuel hedging program when he was 
chief financial officer. The hedges have helped keep Southwest profitable - producing gains of $455 
million in 2004, $892 million in 2005 and $675 million in 2006 and $439 million for the first nine months 
of 2007, as oil prices nearly doubled this year. Other airlines were mostly unprotected against the 
increases. 

Kelly does not minimize the need for Southwest to change its business, including find ways to charge 
more per ticket and to reduce its operating costs. The airline has already changed its boarding policy 
to favor business travelers and to do away with the practice of passengers lining up, cattle-call style, 
an hour or more before boarding. It is looking into code-sharing arrangements with international 


ittp://www.iht.com/bin/printfriendly.php?id=8517580 
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airlines that would pay Southwest for feeding travelers to overseas flights operated by others. And it is 
exploring selling tickets through channels other than its own reservation system and Web site, to 
better attract business travelers. 

Of these and other changes designed to increase revenue at Southwest, Kelly said, "It's going to take 
us the entire decade," The hedges, he said, "bought us time to retool our company." 

Indeed, other U.S. carriers could identify investments they needed to make in recent years * 
redesigning airplane interiors to compete with foreign airlines, upgrading computer systems to improve 
employee productivity and airline reliability - but they often lacked the money to finance the projects. 

All but American Airlines among the major hub-and-spoke carriers have spent time in bankruptcy, and 
American only narrowly avoided it. 

Other airlines certainly could have hedged in the late 1990s when they were solidly profitable. But they 
were a little giddy over that decade’s boom, entering into expensive labor agreements and, in some 
cases, buying new planes. 


Since Sept. 1 1 , 2001 , some airlines have been too broke to hedge; many agreements between parties 
in the energy derivatives market require players to either have a strong credit rating or to post 
collateral. Also, some forms of hedging are expensive. The hedges used during the first nine months 
of 2007, which included options that allowed - but did not require - Southwest to buy energy products 
at certain prices, cost $42 million. A small sum in retrospect, but not so easily spent when higher oil 
prices are a possibility, but not a certainty. 

At $52 a barrel, airline executive were thinking, "Maybe this will continue," said Frank Boroch, an 
analyst at Bear Stearns. "Why hedge at $52 when it might go to $40?" 

Now, airlines unprotected from higher oil prices face some tough decisions, Boroch said. They can 
ground some fuel-guzzling planes and hope that reduced capacity drives up fares and thus profits. 
They can merge with another airline to reduce costs, which is what a New York hedge fund is asking 
Delta and United Airlines to do. Or. as Boroch wrote in a report earlier this month, they could “maintain 
the status quo until Chapter 11 becomes inevitable again." 

Higher fares would certainly help airlines, but raising listed fares and actually collecting significantly 
more money per ticket are two different things. Airlines may end up selling more seats at lower fare 
levels or discounting madly just before a flight to fill it up. Boroch counted six industry fare increases 
during the third quarter, yet Southwest's average ticket price for that period, $105,37, was just 62 
cents higher than a year earlier. 

Southwest generally expects high fuel prices to prevail and, if it sees what it thinks is a short-term 
decline in oil prices, it would consider adding to its hedges in years beyond 2009. Other airlines failed 
to hedge last January, with oil at about $52 a barrel, but that was also an opportunity for Southwest, 
said Topping, the treasurer. "In hindsight, we'd have picked more up." 


Notes; 
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January 24, 2008 

Fuel Prices Hurt Delta, but Hedge Lifts Southwest 

By THE ASSOCIATED PRESS 

ATLANTA — Delta Air Lines^ the nation’s No. 3 carrier, said Wednesday that it was hampered by high fuel 
prices in the fourth quarter but was able to narrow its loss because of a solid increase in sales. 

A rival carrier, Southwest, however, reported that its profit doubled in the quarter because of its hedging 
against high fuel costs, 

Delta, which is based in Atlanta, said that it lost $70 million, or 18 cents a share, in the fourth quarter, 
compared with a loss of $1.98 billion for the same period a year earlier. The airline did not provide a per 
share figure for the previous year, when it was in bankruptcy. 

Excluding reorganization items, Delta said it lost $105 million in the quarter. Analysts surv'eyed by Thom s o n 
Financial had expected a loss of 18 cents a share. Analysts’ estimates generally exclude one-time items. 

Revenue rose 10 percent to $4.68 billion, compared with $4.25 billion recorded a year earlier. 

In the quarter, Delta hedged 21 percent of its fuel consumption, resulting in an average fuel price of $2,61 a 
gallon. Delta said it realized roughly S40 million in cash gains on fuel hedge contracts settled during the 
quarter. 

Even so, it said it spent Si. 36 billion on fuel and related taxes in the quarter, compared with $1.06 billion a 
year earlier. 

Southwest, on the other hand, said fuel hedging helped it post a profit again in the fourth quarter, but the 
chief executive, G ary C. Kellv. did not rule out the possibility Wednesday that the airline might lose money in 
the first three months of this year. 

“Our goal for the year is to drive earnings increases,” Mr. Kelly said. “It will be harder in the first quarter 
because of that cost hurdle.” 

In the fourth quarter, Southwest earned $111 million, or 15 cents a share, compared with a profit of $57 
million, or 7 cents a share, a year earlier. 

The company said profit excluding one-time gains was 12 cents a share. 

Analysts had expected Southwest to earn 10 cents a share, according to a Thomson Financial survey. 

Revenue rose 9 percent, to $2.49 billion, just above analysts’ forecast of $2.48 billion. 
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For the current quarter, which ends March 31, Southwest estimates it will pay about $2 a gallon for fuel, even 
with hedging. That’s up from $1.72 a gallon in the fourth quarter. 
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newsday.com/business/la-fi-southwest30-2008niay30,0,1997170.story 

Newsday.com 

AIRLINES 

Southwest Airlines reaps beneflts of fuel hedging strategy 

Many analysts believe it may be one of the few U.S. carriers - if not the only one — to 
post a profit this year while still offering lower fares. 

By Peter Pae 

Los Angeies Times Staff Writer 
May 30, 2008 

What would it be like to pay $2 for a gallon of gasoline 
when everyone else is paying twice that much? 

Southwest Airlines Co. knows, and that’s why many 
analysts believe it may be one of the few U.S. carriers -- 
if not the only one -- to post a profit this year while still 
offering bargain fares. 

The airline, one of the largest at Los Angeies 
International Airport, locked in more than 70% of the fuel 
it expected to consume this year at about $51 a barrel, far 
below Thursday’s closing crude price of $126.62 a barrel. 

Other large airlines, meanwhile, have only 20% to 30% 
of their fuel "hedged" this year at an average cost of $100 
a barrel. 

With the huge cost advantage, Southwest hasn’t had to hike air fares or like other carriers impose new 
fees, including last week's decision by AMR Corp.’s American Airlines to charge domestic fliers $15 for 
checking a single suitcase and to increase other fees. 

The advantage won't last forever because oil prices could plummet, and even if they stayed high the 
amount of fuel Southwest has been able to hedge in future years diminishes considerably from 55% next 
year to 30% in 2010. 

But because of a calculated risk the airline took last year -- essentially betting correctly that fuel prices 
would escalate -- Southwest "may be the only one left standing" by the end of 2008, said Terry Trippler, 
an industry analyst who expects most major carriers to post a loss this year with perhaps a few even 
going into bankruptcy. 

"Southwest is sitting there looking really good," Trippler said. 
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The carrier’s aggressive fuel hedging is having a broader effect on fares in the markets it serves, travel 
experts say. 

Tom Parsons, publisher of BestFares.com, said that travelers flying between two cities where there is no 
competition from Southwest would pay about $340 more round-trip than they did just six months ago. 

"The difference today between flying on a short-haul route where air fares are offered only by one of the 
top six major airlines are reaching ridiculous dollar numbers compared to short-haul routes served by 
low-cost carriers such as Southwest," Parsons said. 

FareCompare.com, an air fare search service, noticed that American last week dropped the price of a 
round-trip ticket by an average of S30 on routes also served by Southwest including flights out of San 
Diego, Seattle and Las Vegas. At the same lime American was raising fares by an average of S60 in 
other markets and imposing the new bag fees, according to FareCompare. 

Emboldened with lower fuel costs than its competitors. Southwest has been able to offer promotional 
one-way fares for as little as S29. Last week, the offer launched with the slogan "Why drive when you 
can fly . . . ?" 

Southwest also has been able to respond to the woes of other airlines with a bit of smugness. 

When American said last week that it would begin charging for a single checked bag because of fuel 
costs, Southwest quickly responded by saying that it was doing "everything" to boost revenue, "but it’s 
not our goal to nickel and dime our customers." 

"We want to assure you that Southwest Airlines still allows you to check up to two free bags when you 
travel with us," the airline said on its website. "We look forward to seeing you onboard very soon, And 
bring your luggage!" 

The cost difference between Southwest and other carriers that don't hedge as much can be dramatic. Fuel 
costs were up 20% for Southwest in the first quarter whereas American said its fuel costs were up nearly 
50%, which wiped out profit for the nation's largest airline. On average, Southwest paid about $1.98 for 
a gallon while American, which hedged about 27% of its fuel use, paid $2.74 a gallon. 

Southwest Treasurer Scott Topping, considered the guru on hedging for the airline, said the carrier 
jumped into hedging in "a big way" in 1999 when oil was at $1 1 a barrel. 

Since then the airline has hedged 70% to 80% of its anticipated fuel use every year, more than any other 
airline. The airline said it saved $727 million last year by locking in lower fuel prices in prior years. 

So far, the carrier hasn’t had a year when it lost money on fuel hedges. 

"Knock on wood," Topping said, noting that opportunities to lock in favorable fuel prices were 
diminishing. Future prices for crude oil are hovering at $130 a barrel — even for deliveries several years 
from now. Much of this year’s fuel prices were locked in early last year when crude prices slipped from 
the mid-$7()s to $50 a barrel. Topping said. 

In retrospect, Topping said, he would "have loved" to have hedged a higher percentage of the airline's 
estimated fuel consumption next year at $51 a barrel, the same price it got for this year's fuel purchase. 
The airline opted to hedge only 55% of its fuel use in 2009. 
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For now, the fuel cost savings are enabling Southwest to continue to expand -- albeit less aggressively 
than in the past — while other airlines are slashing flights. 

"WeVe got, I think, the best fuel price protection in the industry," Southwest Chief Executive Gary 
Kelly said during a conference call with analysts last month. "Our belief is that we ll be able to drive 
revenue growth, protect our fuel prices and the rest of our cost structure, such that we can continue to 
grow the airline." 

peter.pac@ l a times.coin 
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